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These are the significant words in the CPA’s report on the fairness of a finan- 
cial statement when an audit has been conducted. 

To fill the need for a clear, concise explanation of the functions of the inde- 
pendent CPA in the conduct of an audit, the research department of the Ameri- 
can Institute of Accountants has prepared a new booklet— 


AUDITS BY CERTIFIED 


This pamphlet explains the signifi- 
cance of the CPA’s report and dis- 
cusses some of the characteristics of 
financial statements. It describes, in 
detail, frequently employed auditing 
procedures. The basic considerations 
usually involved in making audits of 
small and medium sized manufactur- 
ing and mercantile companies are pre- 
sented objectively. For example, Aud- 
its by Certified Public Accountants 
covers the following areas: 

e The Long-Term Report 

(content and use) 
© The Short-Form Report 

(including (1) Scope of the 

audit, (2) Findings) 

The auditor’s opinion—un- 

qualified, qualified or dis- 

claimer. 

Rules of professional con- 

duct and the CPA 

Variations in audits 
e Use of tests and samplings 

Generally accepted audit- 

ing standards 


Use 


It answers the important ques- 
tion: “What does a CPA do 
when he conducts an audit?” 


AMERICAN INSTITUTE OF ACCOUNTANTS 


* Price: 50 cents per copy 
postpaid. 


*A special price of 25 
cents per copy is made 
to students enrolled in 
recognized schools. 


* A reduction of 10% is 
made on all orders for 
ten (10) or more copies. 
(Shipping charges extra 
on discount orders.) 


coupon below to 


order today. @ 


PUBLIC ACCOUNTANTS 


“Audits by Certified Public Ac- 
countants” is especially written for 
those who have not had extensive ac- 
counting training. It will help such 
people gain a better understanding of 
how the CPA makes an audit and 
what his opinion or lack of stated 
opinion means. 

Bankers and credit grantors will 
find this booklet of particular value. 
Also, teachers and students will find 
it a helpful introduction to Case 
Studies in Auditing Procedures. 


AUDITS BY CERTI- 
FIED PUBLIC AC- 
COUNTANTS’ Ex- 
plains These Audit 
Techniques: 


. Analysis and 
review 

. Observation 

. Inspection 

. Confirmation 

. Inquiry 

. Computation 
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270 Madison Avenue, New York 16, N.Y. 
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CERTIFIED PUBLIC ACCOUNTANTS, as indicated below. 
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copies @ 25¢—Special student rate. 


Firm (or school) 
Address 


| 
| 
1 
| 2 ) 
3 
4 
5 
| 
—— 
— 
eke 
City ... . Zone ...... State 


a 
tl 

0 

f 

( 


The Accounting Review 


Vol. XXV 


OCTOBER, 1950 


No. 4 + 


REPLACEMENT AND RETIREMENT AC. 
COUNTING AND RATE BASE 
VALUATIONS 


S. KREBS 
Washington University 


REVIEW, attention was paid to the 

* problem of what should be done when 
a utility shifts from retirement, or retire- 
ment reserve, accounting to depreciation 
accounting. Consideration was given to 
the formula for the rate base itself and, 
as well, to the procedure to follow when 
property was retired from service. Public 
service commissions are faced with still 
other problems. 

Some utilities have carried on, at least 
for some of their properties, a procedure 
which may well be referred to as replace- 
ment or betterment accounting, and which 
. May have ramifications quite different 
from either retirement or depreciation 
accounting. In following replacement ac- 
counting, assets are set up on the books at 
cost whenever they are acquired and are 
retained on the books at these figures 
indefinitely. Whenever replacements are 
made “‘in kind,” the entire cost of the re- 
placement, whether at higher or lower 
prices than at the outset, is charged to 
current operating expenses. Thus the in- 
vestment account remains stationary un- 
less the asset is retired and not replaced, 
in which case the investment account is 
written down. On the assumption that 
prices remain constant retirement ac- 
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counting and replacement accounting give 
the same basic results. It is when prices 
change that the two part company. 

When replacements are not in kind, 
adjustment of the investment account is 
made. Thus when a 110 Ib. rail is replaced 
by a 115 lb. rail, the cost of the increased 
weight is charged to the account. Or when 
a 110 lb. rail is replaced by a 100 Jb. rail, 
the cost of the reduced weight is written 
out of the account. Basically this condition 
parallels retirement accounting. 

We may well raise the question at this 
time as to proper procedure to follow when 
a utility, which has practiced replacement 
accounting on all assets, shifts to deprecia- 
tion accounting. First, what type of rate 
base is sound? The answer must be made 
to vary in accordance with conditions. To 
the extent that replacement accounting 
and retirement accounting would have 
brought about similar results, an undepre- 
ciated rate base is sound at the changeover 
date and, later, a partially depreciation 
rate base. On the assumption that dur- 
ing the history of the utility prices have 
been on the upward swing, special prob- 
lems appear. 

It is apparent that, as prices were rising, 
many replacements “in kind” were 
brought about at a higher level. Operating 
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expenses were debited for these otherwise 
correctly considered capital charges. The 
rate payer was required to pay, under a 
system of rate regulation, a rate of service 
in excess of that required under retirement 
accounting which was essentially the 
standard accounting practice of the time. 
Therefore, it would seem that this un- 
recorded cost should not be included in 
the rate base amount. The base established 
at change-over date would be considered 
of the undepreciated type and would be 
called by such a name. Nevertheless, such 
terminology is unfortunate. Had the as- 
sets been appraised at higher figures, it 
would have been essential to make a de- 
duction from the appraised amount of the 
extent to which operating expenses, in the 
past, carried properly considered capital 
items and this would have brought about 
a partially depreciated rate base. However 
labelled, the term is of little significance 
because the dollar amount is identica! in 
each instance. After the date of change- 
over, from replacement to depreciation 
accounting, the base under any conditions 
will become partially depreciated. 

When property is retired from service 
sometime after depreciation accounting 
has become effective, what procedure 
should be followed? In considering the 
answer it is at once apparent that the 
unrecorded cost increment should not 
again be written off into operating ex- 
penses. Nevertheless, it is clear that opera- 
ating expenses should be charged, when- 
ever any asset is retired, for the amount of 
depreciation accrued prior to shift-over 
date and that the reserve, built up under 
depreciation accounting, should be charged 
for the amount accrued after that date. 
In each instance, however, it is the figure 
at which the asset ‘“‘stands on the books” 
that should be used for determining the 
accrued amount of depreciation; no recog- 
nition should be given to the cost incre- 
ment. 
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If the commission would permit, for a 
few years, increases in the annual alloy. 
ance for depreciation, with corresponding 
increases in credits to the depreciation 
reserve, then when an asset is retired 
the charge could be made entirely to the 
reserve and in amount for the “ledger 
value” of the asset, net of the scrap value, 
Moreover, in the near future, the rate 
base could under these circumstances be- 
come fully depreciated. Thus, without any 
change in the aggregate amount of charges 
to operating expenses for depreciation, a 
scientific program could more rapidly be 
set in motion. 

If we assume the period before the in- 
troduction of depreciation accounting to 
be one of no rate regulation, our conclu- 
sions would need to be modified. A fully 
depreciated rate base is called for under 
these conditions, but such a base must 
recognize the unrecorded increment. If 
this increment were to be placed upon the 
books, the entry would bring about a 
charge to the property for the amount of 
the cost increment, a credit to the deprecia- 
tion reserve for the amount of depreciation 
accrued on the increment at change-over 
date, and a credit to profit and loss surplus 
for the balance. The rate base would show 
an inventory of all the property, including 
the increment, at its depreciated cost figure 
and would provide for a deduction of the 
non-interest bearing liabilities. 

When property is retired from service it 
will be necessary to ascertain the figure 
for the depreciation accrual which is appli- 
cable to each asset, net of the cost incre- 
ment, prior to rate regulation, and to 
charge the surplus account for this amount. 
The balance remaining in the asset ac- 
count may be charged to the reserve. 

A suggestion is in order. Have the utility 
build up the reserve by a series of charges 
to surplus, with the total of such charges 
equaling, in the aggregate, those which 
would have been made in the future when 
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property was retired. Permit the utility, 
as before, to make charges to operating 
expenses and credits to the reserve which 
recognize the former debit balances in the 
accounts, and as well, permit them to in- 
clude in the charges and credits amounts 
which recognize the cost increment. Since 
the utility was not operating under rate 
regulation the depreciated amount of the 
increment belongs to them and should be 
included in the depreciation base after 
rate regulation begins. Under these con- 
ditions, the entire charge for property re- 
tirement may be made to the reserve. 
Moreover the rate base, at all times, is fully 
depreciated. 

A second assumption is that the com- 
pany’s history has covered a period of 
declining prices. Some assets have, ac- 
cordingly, been replaced “in kind” at 
prices less than the cost of the original 
assets, with the rates of service permitted 
to be charged under rate regulation set at 
a lower level than would be required had 
retirement accounting been followed in 
place of replacement accounting. There- 
fore, it would seem to be fair to include in 
the rate base amount the figure represent- 
ing the amount by which operating ex- 
penses were undercharged as compared to 
what would have been the case had retire- 
ment accounting been practiced. The base 
established at change-over date would be 
undepreciated even though our terminol- 
ogy is unfortunate. Had the assets been 
appraised at lower figures, it would have 
been essential to make an addition to the 
appraised amount to the extent that 
operating expenses had been previously 
undercharged. Such a base would be 
greater-than-undepreciated, but since the 
dollar amount is the same as that consid- 
ered above, the exact terminology is rela- 
tively unimportant. In any event after 
shift-over date, the rate base will become 
partially depreciated. 

When property is retired from service 
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what entries are called for? It is at once 
apparent that future operating expenses 
may well include the amount by which 
the property accounts are overstated, be- 
cause past operating expenses failed to 
include the full amount of cost values re- 
tired. Therefore, when any asset is retired 
in the future the amount of depreciation 
accrued before and after change-over date 
must be calculated separately. The former 
amount should be charged to operating ex- 
penses and the latter amount to the re- 
serve. It should be clearly understood that 
the “book figure”’ for the asset is the one 
that should be used when calculating the 
amount of accrued depreciation; no recog- 
nition should be given to the fact that the 
property figure is overstated, or in other 
words to the cost decrement. 

A proposal is offered. Allow the utility 
to increase its annual allowance for de- 
preciation, for a few years. In the aggregate 
the charge to operating expenses will not 
be increased, but the speed with which the 
reserve will reach an adequate level will 
be accentuated and the sooner a scientific 
program will be reached. The rate base 
established may, under these conditions, 
be fully depreciated and property retire- 
ments may be charged completely to the 
reserve. 

The conclusions drawn are subject to 
modifications whenever it is assumed that 
the period before the shift to depreciation 
accounting was one of no rate regulation. 
A fully depreciated rate base is now called 
for and yet in making the calculation of 
the amount, consideration must be given 
to the overstatement of property account. 
An entry, if one is to be made, would pro- 
vide for a charge to profit and loss surplus 
and a credit to the property account for 
the dollar amount of the overstatement. 
The base would be calculated by including 
the original cost of the property now on 
hand and by deducting first, the non-inter- 
est bearing obligations and second, the 
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amount of depreciation which has accrued 
up to the date of shift-over to depreciation 
accounting. 

In the future whenever property is re- 
tired from service, profit and loss surplus 
will be charged for that portion of the 
cost of the asset to be retired which repre- 
sents the depreciation accrual that took 
place prior to inception of rate regulation. 
The accrual that took place subsequently 
should be charged to the depreciation re- 
serve, which has been constantly growing 
since depreciation accounting was estab- 
lished. 

A further suggestion is offered. Have the 
utility continue, as before, to make credits 
to the depreciation reserve from operating 
expenses, but also have them make other 
credits from surplus charges. The total 
of these latter charges should equal, in the 
aggregate, those of the earlier procedure. 
They are, however, made sooner than 
otherwise and they thus instigate, more 
quickly, a scientific procedure whereby the 
entire charge for property retirements may 
be made to the reserve. 

American railroads present problems 
which are particularly difficult and this is 
because the history of railroad depreciation 
has been so very unusual. 

Prior to 1907, most railroads practiced 
retirement or replacement accounting with 
modifications, but some railroads intro- 
duced the idea of depreciation accounting. 
Since July 1, 1914, depreciation on equip- 
ment has been compulsory for all steam 
railroads,’ and the unit system was in 
vogue. Effective January 1, 1935, a change 
was made from the unit to the group sys- 
tem.? On road property depreciation ac- 
counting was optional after 1914, but was 
not required until January 1, 1943. From 
1907 until the present time a violent con- 
troversy has waged between the railroads 
and the Interstate Commerce Commission. 


1 J. L. White, Analysis of Railroad Operations, Second 
Edition, p. 63. It has been typical since 1907. 
Ibid., p. 60, 
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Depreciation accounting on road property 
was first ordered effective January 1, 
1928. The railroads requested a re-hearing 
and this was granted. Consequently the 
order was postponed indefinitely. A new 
order, somewhat modified, was issued and 
made effective January 1, 1933. Owing to 
the economic crisis of the time, the order 
was again postponed, but finally became 
effective January 1, 1943. 

At the present time railroads practice 
depreciation accounting on equipment and 
on most items of road property. The group 
system is in effect. On certain so-called 
non-depreciable property retirement ac- 
counting is permitted. Reference is made 
to accounts Nos. 72-77 inclusive under 
general expenditures.* On the so-called 
track accounts, rails, ties, ballast, and 
other track material, and particularly on 
track laying and surfacing, replacement or 
betterment accounting is followed.* And 
finally, where the amount of the service 
value retired of depreciable road and 
equipment and non-depreciable property 
is relatively large and its inclusion in the 
reserves would unduly deplete them, or 
would, respectively, distort current oper- 
ating expenses, a balance sheet account, 
No. 726, Property Retired Chargeable to 
Operating Expenses, may be charged.’ 
Thus so-called future accounting enters 
the picture. 

Two problems are faced immediately. 
How should the rate base or the valuation 
be calculated at present, and second, how 
should the rate base or valuation be set 
up should the Interstate Commerce Com- 
mission require, at some future date, the 
practice of depreciation accounting on all 
property. 

It is immediately apparent that the 

’ The charge is made to account No. 267, Retire- 
ments—Road, and account No. 330, Retirements—- 
Equipment. See Interstate Commerce Commission, Ac- 
counting Classifications for Steam Railroads, Revised 
to January 1, 1949, Published by Association of Ameri- 
can Railroads, Washington, D. C., p. 104, 118. 


‘ Tbid., pp. 95-6. 
5 Ibid., p. 224, 
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answer to the first question is exceedingly 
dificult to find and will need to be built 
up part by part. All equipment should 
be entered for its original cost less the 
amount of depreciation accrued prior to 
rate regulation and since that time as 
well. Road property in general should be 
entered for its original cost with deduction 
for depreciation accrued only since Jan- 
uary 1, 1943, unless property is on hand 
which was acquired prior to the inception 
of rate regulation in which case the amount 
of depreciation accrued prior to rate regu- 
lation should be deducted. Non-depreci- 
able property so-called should be entered 
for its original cost without deduction for 
depreciation. Property handled through 
the track accounts should be entered at 
undepreciated original cost. If the Bureau 
of Valuation of the Interstate Commerce 
Commission has complete figures of the 
amount of capital items, in the past, 
charged to operating expenses owing to the 
use of replacement accounting, the gross 
amount should include these figures and 
the net amount should show them de- 
ducted. The balance of account No. 726, 
Property Retired Chargeable to Operating 
Expenses, should be included for its full 
balance. Finally, the amount of the non- 
interest bearing liabilities should be de- 
ducted. The resulting rate base or valua- 
tion, obviously, will be partially depreci- 
ated. 

When property is retired from service 
the procedure will vary according to the 
type of property. For equipment, all de- 
preciation accrued on the particular asset, 
since the establishment of depreciation 
accounting, should be charged to the de- 
preciation reserve’ and all depreciation 
accrued prior to that time, to surplus. 
For most road property, the charge should 
be to operating expenses for the amount of 
depreciation accrued on the asset in ques- 
tion prior to 1943; and since the beginning 


* The name of the account is “Accrued Depreciation 
—Equipment.” It has the number 702} D. 


355 
of regulation, to surplus for the accrual 
prior to rate regulation, and to the reserve’ 
for the amount accrued since 1943.* On 
so-called non-depreciable property, the 
charge should be to operating expenses. 
On property included under the track 
accounts, the procedure will vary accord- 
ing to whether the books reflect, or fail 
to reflect, the amount of capital charges 
included in past operating expenses. If not, 
the charge should be exclusively to operat- 
ing expenses for the recorded service value 
retired. If the books indicate the change in 
values, then surplus should be charged 
for the amount of capital value on the 
asset in question which in the past was 
charged to operating expenses. Operating 
expenses currently will receive all other 
charges. For those assets which were re- 
placed at a cost lower than formerly, the 
write-off should be entirely to operating 
expenses unless the books show a change 
in values, in which case an additional entry 
may well be made charging operating ex- 
penses and crediting surplus for the dif- 
ference between the original cost of the 
original assets and the original cost of the 
replaced assets.® Finally, the balance in 
the balance sheet account No. 726, should 
be written off into operating expenses as 
rapidly as feasible. 

Should the Interstate Commerce Com- 
mission, at some future time, require the 
railroads to practice depreciation account- 
ing, on all property (except land), the 
principles to be followed are those which 
have already been introduced. Whenever 
a specific date is selected for the establish- 
ment of a rate base valuation, say several 
years after the complete shift to deprecia- 
tion accounting, the amount of deprecia- 
tion to deduct is the sum of the deprecia- 

7™The account is called “Accrued Depreciation— 
Road.” It carries the number 7023 C. 

8 Obviously, if the particular railroad had practiced 
depreciation accounting voluntarily prior to 1943, the 
reserve should receive the charge for the amount of 
accrual prior to that date. 


9 It is assumed here that the change in book values, 
in each case, resulted in a surplus adjustment. 
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tion accrued subsequent to the shift-over 
date, plus the amount, if any, of the de- 
preciation accrued prior to rate regulation. 
When property is retired from service in 
the future, the charge will vary as to when 
the depreciation accrual took place on the 
particular asset. That amount accrued be- 
fore rate regulation began should be 
charged to surplus; that accrued during 
the practice of retirement or replacement 
accounting, to current operating expenses; 
that accrued after the shift-over date, to 
the depreciation reserve, Since the dates 
of shift-over show variation according to 
assets, great care must be taken to identify 
accurately just when the shift took place 
for the asset in question. And this should 
apply both where depreciation accounting 
became compulsory and, as well, where 
depreciation accounting was voluntarily 
introduced. 

A final problem relating to the railroads 
should be considered. Before the period 
of rate regulation, some railroads made 
charges to operating expenses for items 
that really were additions and betterments 
and in substantial amounts.’? The question 
to be raised has to do with the proper pro- 
cedure to follow when depreciation ac- 
counting is introduced. 

It will be remembered that depreciation 
accounting was required on equipment 
nearly as soon as rate regulation became 
effective. Therefore, those expenditures 
for additions and betterments involving 
equipment which were charged to operat- 
ing expenses before the beginning of rate 
regulation call for the unrecorded assets 
to be placed on the books. The entries 
set up a charge to investment account for 
the original cost of the unrecorded equip- 
ment, a credit to the depreciation reserve 
for the depreciation accrual to date on this 
equipment, and a credit to surplus for the 
remainder. On recorded equipment the 


10 T.C.C. Report Nos. 14700, 15100, November, 1926, 
p. 305. 
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procedure is, of course, quite different, 
A depreciation reserve will need to be set 
up and credited for the full accrual to date, 
The charge should be to surplus, not 
operating expenses, because the railway 
had the opportunity before rate regulation 
date to collect depreciation from its cus- 
tomers. Whether it did or did not so col- 
lect is immaterial. 

All equipment, under these conditions, 
should enter the rate base at its depreci- 
ated figure. When any equipment is retired 
for service its entire original cost, net of 
the scrap value, should be charged to the 
reserve as depreciation accounting is now 
standard practice. 

Road property presents a somewhat 
different problem than equipment, because 
depreciation accounting on road property 
did not become standard at the inception 
of rate regulation. Expenditures for addi- 
tions and betterments on road property 
that, prior to rate regulation, were charged 
to operating expenses, should be set up 
on the books by a charge to investment 
account and a credit to surplus for the 
depreciated cost amount as of regulation 
date. 

The retirement entries on road property 
will be quite different from those on equip- 
ment, however, because depreciation ac- 
counting on road did not become standard 
practice for many years, and will vary 
somewhat according to when the property 
was acquired. Property on hand when 
regulation began should, when retired, be 
written off as follows: that amount of 
depreciation which accrued prior to rate 
regulation should be charged to surplus 
and that amount accrued after this date to 
operating expenses. Additions and better- 
ments, which were entered for their de- 
preciated cost amount, would of course be 
treated differently. We are concerned here 
only with the depreciation which accrued 
after the inception of rate regulation, and 
this amount should be charged to operating 
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expenses. Property acquired after regula- 
tion began, and retired during the period 
of retirement accounting, should be 
charged to operating expenses when re- 
tired for the original cost, net of the scrap 
value. And that part of the rate base which 
has to do with road property should, at all 
times after regulation began, be partially 
depreciated. That is, the original assets 
will be included at their depreciated figure 
and all other assets—those acquired after 
regulation began—at their original cost. 
The nen-interest bearing obligations are, 
of course, always deducted. 

A rate base established in 1943, when 
depreciation accounting on road property 
became compulsory, would be partially 
depreciated so far as the road property 
part is concerned. The property acquired 
prior to rate regulation should be entered 
at the depreciated figure, as of regulation 
date and other property at its original 
cost. This part of the rate base will con- 
tinue partially depreciated after 1943. And 
when property is retired from service 
after 1943, the amount of depreciation on 
a particular asset must be broken down by 
dates. The amount of accrual which took 
place before rate regulation began should 
be charged to surplus, the amount which 
took place during the practice of retirement 
accounting, to operating expenses, and the 
amount which took place during the period 
of depreciation accounting, to the depreci- 
ation reserve. 

Here, as elsewhere, a proposal is made. 
It would be desirable to require the rail- 
roads to set up charges to surplus and 
credits to depreciation reserves for the 
total amount of depreciation which was 
accrued at the date rate regulation began. 
And it would be desirable to permit the 
railroads, for a few years after retirement 
accounting was abandoned, to increase 
their charges to operating expenses over 
the amounts of current accruals for de- 
preciation, to increase their credits to the 
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reserves, and to continue such practice 
until such time as the reserves become 
adequate. In both instances the total 
charges to surplus, and the total charges 
to operating expenses, remain the same; 
they are merely made earlier. In this way 
fully depreciated rate bases could ulti- 
mately be established, and when property 
is retired from service the reserves could 
be charged for 100% of the service values 
retired. It is hoped this procedure may be 
found legal. 

So far in our discussion we have been 
concerned exclusively with the doctrine of 
original cost and the concepts of reproduc- 
tion cost and fair value have been entirely 
ignored. Many writers have interpreted 
recent decisions of the United States 
Supreme Court to mean the acceptance 
of the doctrine of original cost, in an un- 
qualified sense, and to spell the death of 
other points of view. This is an unreason- 
able assumption. Not until some commis- 
sion has followed another concept and this 
concept has been refused acceptance by 
the court, may such view be held. And it 
is doubtful if even one decision may be 
regarded as final. 

Therefore, it is desirable to view the 
problems presented by reproduction cost 
and fair value in the shift from retirement 
to depreciation accounting, without at- 
tempting to consider the strengths and 
weaknesses of these bases of valuation. 

Should reproduction cost be introduced 
again as an acceptable concept of value, 
it may be expected that the utilities, which 
have followed retirement accounting up 
to the date of shift to depreciation account- 
ing, will demand an undepreciated rate 
base. We have seen that when following 
the doctrine of original cost, a sound rate 
base for a utility which has consistently 
practiced retirement accounting is of the 
undepreciated type and that a depreciated 
rate base is unfair to the utility. Accord- 
ingly when reproduction cost enters the 
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picture, it is not surprising to find the re- 
quest for an undepreciated base at this 
time. It will be insisted that the utility 
has not “‘collected’”’ any depreciation and 
has no depreciation reserve. Therefore no 
deduction should be considered, it will be 
contended. 

Such a view is definitely unsound. Rising 
prices may be recognized properly, if at all, 
only as they relate to the percentage of 
condition of the property. The rate payer 
should, under no condition, be required 
to pay a return upon property no longer 
in service or upon expired property values. 
Full accrued depreciation, based upon the 
new doctrine of value, must be deducted or 
the consumer will be required to pay for 
services upon something non-existent. 

Our conclusion, on this point, is that 
the practice of retirement accounting in 
no way determines the type of reproduc- 
tion cost rate base that should be set and 
that a fully depreciated rate base which 
applies, when depreciation accounting has 
been practiced in the past,” fits perfectly 
the conditions here. 

“Fair value” is a term that grew out of 
the famous case of Smyth v. Ames” which 
many feel has been made insignificant by 
the Hope Natural Gas Case.” But, as 
indicated earlier, no one knows exactly 
how the Supreme Court will act in the 
future. Therefore, we may well inquire 
into the question of how the rate base may 
be set up under the doctrine of fair value 
where retirement accounting prevailed in 
the past. 

Fair value basically is a combination of 
original cost and reproduction cost, but 
no court has made clear what relative 
weights should be applied in general. Thus 
should original cost be given double weight, 
equal weight, or one half weight as com- 
pared to reproduction cost? If and when 

4 William S. Krebs, Types of Utility Rate Bases 
Under Depreciation Reserve Accounting, pp. 26, 27. 


2 169 U. S. 466 (1898). 
18 320 U.S. 591 (1944). 
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this point is cleared up the problem befor 
us will be easy. There are two basic ele. 
ments in this type of rate base, one original 
cost undepreciated and second reproduc. 
tion cost fully depreciated. On the assump. 
tion of equal weights the two would be 
added and the sum divided by two. This 
is a partially depreciated rate base, but 
because the utility had practiced retire. 
ment accounting in the past, such a base 
is justified. Had depreciation accounting 
been in existence in the past, a partially 
depreciated rate base, such as this, would 
not be equitable because the concept of 
depreciation collection is ignored on the 
original cost element.'* Because retirement 
accounting has been practiced, it is desir. 
able to ignore it. 


When property is retired from service, f 


sometime after the adoption of a new rate 


base, the entries will vary according to the f 


theory of depreciation which is followed. 
If the doctrine of original cost depreciation 
is adhered to, then the amount of deprecia- 
tion which accrued on the asset, prior to 
the shift-over to depreciation accounting, 
should be charged to operating expenses 


and the amount accrued after that date, | 


to the reserve which has been consistently 
credited each period since that time. The 
entries are the same whether the rate base 
is of the reproduction cost or fair value 
variety. 

If a reproduction cost rate base is estab- 
lished, however, to have consistency and 
logic on one’s side, the view should be held 
that the rate base value should be the 
amount to be written off in the future. 
This is not to say a reproduction cost rate 
base is sound. It merely is to say the rate 
base value is the proper amount to write 
off in the future. It also conforms closely 
with the idea of the Baltimore Case.” 

If we assume the books to have beet 


4 Krebs, op. cil., p. 62. 
‘6 The United Railways and Electric Company % 
Baltimore v. Harold E. West e¢ al., 280 U. S. 234. 
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adjusted to the rate base, and that a 
detailed appraisal was made, an account 
for accrued depreciation was set up at the 
outset on the right side of the balance 
sheet. This account will be further 
credited each period for the current de- 
preciation accrual based upon reproduc- 
tion cost. It will be charged when property 
is retired for the reproduction cost new of 
the asset retired, after allowances for scrap 
value, it being assumed this is the ap- 
praised value at rate base date. 

The procedure under “fair value” is 
much more complicated. Public service 
commissions dislike to disclose the for- 
mulae they use in the ascertainment of 
fair value and refuse, frequently, to indi- 
cate the value at which individual assets 
stand in the appraisal. Nevertheless, it is 
possible to make scientific estimates of the 
weights used when all the facts presented 
in the briefs are gathered together and care- 
fully analyzed. Moreover, it is not un- 
reasonable to set a rate base value for an 
individual asset by referring to the plant 
ledger maintained on an original cost basis 
and applying to it the average percentage 
by which the appraisal varies from original 
cost. With these figures before us we are 
ready to raise the all important question 
of what to do whenever an asset, at any 
time in the future, is retired from service. 
When the rate base was first established, 
an account for accrued depreciation was 
set up which measured the amount of 
depreciation accrual on the reproduction 
cost element. From then on the account 
was credited each year for the current 
accrual adjusted to fair value. When an 
asset is ready to be retired, the accrued 
depreciation account should be charged for 
100% of the depreciation accrued on the 
reproduction cost element; that accrued 
both before and after the change-over 
date. This account should also be charged 
for the amount of depreciation accrued on 


6 Or deducted on the left hand side. 
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the cost element which has taken place 
since the shift-over date. Operating ex- 


penses should be charged for the balance; & 
for the amount of depreciation accrued 


on the cost element prior to the shift to 
depreciation accounting. 

It would be desirable for the commission 
to permit an acceleration of the charges to 
operating expenses for depreciation, so as 
to hasten the day when the accrued de- 
preciation account would become fully 
adequate. At such a time a fully depreci- 
ated rate base would become standard and 
when property was ready for retirement 
the accrued depreciation account could be 
charged for the estimated amount the 
individual asset stands in the rate base 
total. There would be, under the suggested 
procedure, no increase in the aggregate 
charges to operating expenses. 

Without attempting to crusade for any 
rate base fair value formula, it may be 
stated that the logic of the matter recog- 
nizes that the rate base amount of the 
property, even though difficult of ascer- 
tainment, is the proper amount to write 
off into future operating expenses for pur- 
poses of rate regulation. 

Depreciation accounting has become so 
standard among industrial corporations 
that it is difficult to believe the deprecia- 
tion problem has not been settled for all 
time. And yet it must be remembered that 
it is only since 1943, that depreciation 
accounting has been standard on railway 
road property. Furthermore retirement ac- 
counting and future accounting are still 
somewhat in existence. Since assets in 
general have a rather long life it is evident 
that, to some extent, we must for some 
time to come face the consequences of the 
practices of replacement, retirement and 
future accounting. Ultimately, we hope 
depreciation accounting will be employed 
exclusively. Nevertheless, public service 
commissions must continue to deal with 
these problems in the future. 


A REVIEW OF RECENT DEVELOPMENTS 


IN ACCOUNTING THEORY 
AND PRACTICE” 


ANSON HERRICK 
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HILE I HAVE BEEN a member of 
W the American Accounting Associ- 
ation for many years this is the 
first opportunity that I have had to attend 
one of its meetings. I am happy at the 
opportunity afforded me to attend this 
conference and feel honored by the invita- 
tion to present a review of the recent de- 
velopments in accounting theory and prac- 
tice as a background for their appraisal 
by Professor Funk. ! 

The term “recent’’ is unavoidably rela- 
tive. It would not be appropriate to con- 
sider that it restricts a consideration of the 
subject only to the developments during 
the current year. To begin with, such im- 
provements in the presentation of financial 
data as will be found in the 1949 reports 
of corporations should be considered as 
developments of 1949 but they will not be 
known until the reports are issued. Further 
it is difficult to point a finger at any de- 
velopment and say that it was wholly 
novel and appeared first in 1949 for the art 
of accounting is in a continuous process 
of development. 

Probably the most important recent 
development in the field of accounting is 
the rapidly increasing awareness of ac- 
countants of their social responsibilities. 
This is expressed aptly by Samuel J. Broad, 
chairman of the Committee on Accounting 
Procedure of the American Institute in a 
recent report to its Council. In the open- 
ing paragraph of his report he says— 


* This paper was presented at the 1949 meeting of 
the Pacific Coast Economic Association. 

? Roland W. Funk, “Recent Developments in Ac- 
counting Theory and Practice,” ACCOUNTING REVIEW, 
July, 1950. 


“The demands of society for financial informa. 
tion which will be useful and significant have 
imposed a major task upon the accounting 
profession. The task is a continuing one and 
is of increasingly greater significance. It re- 
quires keeping abreast of political and eco- 
nomic changes as well as changes in the char- 
acter of business, and imposes a duty to trans- 
late those changes into accounting terms, 
Whether this task is accomplished by fiat or 
by a more democratic process is of great 
concern to the accounting profession. It is 
the importance of keeping the process demo- 
cratic that is the motivating force behind the 
work of the Institute’s committee on account- 
ing procedure.” 


The financial reports of corporations, 
for which accounting is responsible, are 
the principal means, and probably the 
most important, by which investors and 
others having an interest can obtain infor- 
mation of their affairs. Accordingly, it is 
essential that the information so presented 
be clear and meaningful, truthful, and 
realistic. 

That accounting, so far, has failed in its 
obligation to present adequately the story 
of business is amply evidenced. Corpora- 
tion reports are full of words such as “re- 
serve” which even in one report may be 
used with several different meanings; 
others, such as “surplus,”’ are used with 
meanings quite different from those which 
the layman understands. Is it to be won- 
dered that labor leaders, news writers, and 
columnists take delight in pointing fingers 
at “accountants’ mumbo jumbo” or ac- 
countants’ “double talk.” Is it to be won- 
dered that the Controllership Foundation 
found that 45% of the public believe 
corporate profits to be deliberately under- 
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stated; that 60% find it difficult to under- 
stand an income statement; and that over 
40% do not understand many of the terms 
used in reports? Is it strange that Dr. Link 
found that over 60% of the public believe 
that business profits exceed 20% of sales? 

It is becoming recognized with increas- 
ing rapidity that such misunderstanding 
is one of the contributory causes of the 
existing distrust of our economic system 
and its “free enterprise,”’ and that it is an 
obligation of accounting to cause a better 
understanding of business and of the bene- 
fits of our existing system. 

One of the greatest criticisms which 
has been directed against accounting is 
that financial statements are presented in 
such a manner as not to be readable or 
understandable by the average investor 
or by labor. For some years there have been 
a few companies that have attempted to 
weet this criticism by abandoning the 
stereotyped balance sheet and income 
statement and the progressive extension 
of this practice is an interesting develop- 
ment. 

These modifications of the traditional 
forms are at the moment experimental and 
no single one appears to have become ac- 
cepted. However, substantially all are con- 
sidered to be improvements and it is un- 
fortunate that more corporations have not 
made similar attempts to make their re- 
ports more readable to the layman. In 
1948 only 37 out of 525 corporations, the 
reports of which were reviewed by the 
Institute’s Research Department, were ex- 
perimenting with new forms of balance 
sheets and this was only an increase of 9 
over the number in 1947. The increase is so 
small as to indicate an unfortunate failure 
upon the part of the majority of corpora- 
tions to recognize the importance of mak- 
ing their accounting more understandable. 
It is to be hoped that the reports for 1949 
will show a far greater number of corpora- 
tions that recognize their obligations. 
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In the presentation of the income state- 
ment there has been a greater modification 
of the traditional form. Out of 518 cor- 
porations, the reports of which have been 
reviewed, 160 in 1947 and 179 in 1948 
had adopted some form of the so-called 
single step statement. One particularly 
interesting development of this form has 
been directed towards answering the ques- 
tion of ‘‘who got what.” In the 1948 report 
of the Houdaille-Hershey Corporation the 
cost of the raw materials and other pur- 
chased items is deducted from the sales to 
leave a remainder designated as “the 
value added to materials by the corpora- 
tion’s activities.’”’ This remainder is then 
broken down both as to amount and as to 
percent between wages and salaries, taxes, 
depreciation, interest, dividends, and the 
amount retained ‘for working capital, 
plant expansion, debt retirement, and 
other needs of the business.” 

Novel statements, such as the one just 
mentioned, which develop the amount 
which an enterprise has to apportion be- 
tween labor, other costs, and income reten- 
tions have much to commend them. While 
possibly not appropriate of entirely sup- 
planting the income statement, they con- 
stitute excellent supplements and a rapid 
extension of their use should do much to 
silence the current criticism of corporation 
reports. 

A statement that is slowly coming into 
use as a supplement to the balance sheet 
and income statement in corporation re- 
ports is the statement of source and dis- 
position of funds. One interesting form of 
this statement is used by the Gulf Oil 
Corporation. It is, in fact, a combination 
of the income and “fund” statements in 
that it starts with sales, deducts expenses 
and capital expenditures, and concludes 
with a balance which is the increase of 
working capital. 

It is unfortunate that the adoption of 
this statement has not been more general 
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for, when properly prepared, it is from 
many aspects of greater significance than 
the income statement in that it shows the 
extent to which the operations of the year 
have affected working capital, the increase 
or decrease of which may be more signifi- 
cant in appraising the status of the un- 
distributed income than the income state- 
ment. It is to be hoped that 1949 reports 
will show a greater use of this form of 
statement. 

In mentioning this statement it should 
be pointed out that its usual caption in- 
cludes the word ‘funds’ which is unfor- 
tunate. A title such as “provision and em- 
ployment of working capital’? would be 
preferable and the statement should de- 
velop a balance that is the increase or de- 
crease of working capital during the period. 

The subcommittee on terminology of 
the Committee on Accounting Procedure 
of the Institute has issued recently two 
recommendations directed towards bring- 
ing about a gradual elimination of terms 
commonly used in accounting reports with 
meanings or connotations quite different 
from those in common usage. The first 
of these, published late in 1948, had to do 
with the use of the term “reserve.” After 
commenting that the term is used in four 
senses, it recommends that its use be 
limited to cases in which it indicates that 
an undivided portion of the assets is being 
withheld or retained for general or specific 
purposes and that the use of the term in 
the balance sheet, in describing deductions 
from assets or provisions for particular 
liabilities, and in the income statement, be 
discontinued. 

The use of the term “reserve” in the 
various senses in which it is used in ac- 
counting statements has continued for so 
long that it is not expected that the com- 
mittee’s recommendation will be universal- 
ly adopted for some time but it is gratify- 
ing to find that out of 525 corporations, 
the 1948 reports of which were analyzed, 


The Accounting Review 


131 eliminated the use of the word ip 
relation to doubtful accounts and 17} 
eliminated its use in connection with pro- 
visions for depreciation. 

The second recommendation of the sub- 
committee on terminology was for the 
elimination of the use of the term surplus 
either alone or when joined with the 
terms “capital” or “earned.” In substitu- 
tion it recommended that what has been 
called “capital surplus” be designated as 
“capital contributed or assigned to shares 
in excess of their par or stated value” 
with appropriate phraseology to indicate 
the source and that the term “earned sur- 
plus” be replaced by a term which will be 
appropriately descriptive such as “re- 
tained income,” “retained earnings,” etc. 
This recommendation is generally con- 
sistent with the statement of accounting 
concepts of the Association. 

One of the more important recent de- 
velopments is the controversy about, and 
a serious inquiry into, the nature of busi- 
ness income. The controversy concerns 
the effect upon the income statement of 
changes in the value of the monetary unit 
and is by no means new but it has been 
given particular impetus by the inflation- 
ary spiral that commenced during the war. 
It has been productive of much writing 
by accountants and economists and the 
cause of the formation of a study group on 
business income which is being financed 
over a three-year period by equal contribu- 
tions of $30,000 by the American Institute 
of Accountants and the Rockefeller 
Foundation. The study is being conducted 
under the general direction of the Institute 
by a group representing certified public 
accountants, lawyers, financial analysts, 
economists, and statisticians. The problem 
which is being considered is set forth in all 
its aspects by Mr. Arthur H. Dean in a 
paper which he read before the group and 
which has been published under the title 
of—“‘An inquiry into the nature of business 
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income under present price levels.” It is a 
remarkably complete presentation of the 
problems that are faced by accounting due 
to the great variation between economic 
income and income as determined under 
present accounting procedures. 

Two of the leaders in recognizing the 
social importance of more realistic and 
informative reports of business are the 
American Accounting Association and the 
American Institute of Accountants but, in 
addition, economists and many corpora- 
tion executives have recognized the situa- 
tion and have made valuable contributions 
toward improvement of the situation. The 
work of the American Accounting Associ- 
ation appears to have been restricted to the 
formulation of an over-all statement of 
accounting principles, and numerous and 
valuable contributions by its members to 
accounting literature dealing with the 
problem. The work of the American In- 
stitute of Accountants on the other hand 
has dealt with particular problems. The 
work has been carried out by its Research 
Department and its Committee on Ac- 
counting Procedure which has issued bulle- 
tins from time to time setting forth its 
opinions or recommendations with respect 
to the problems considered. 

During the past several years this com- 
mittee has issued a number of pronounce- 
ments directed towards improving the 
significance of net income and the preven- 
tion of misleading inferences in financial 
statements and some of these have been 
of far-reaching importance. These will be 
discussed to the extent seeming appropri- 
ate. 

An important factor in the determina- 
tion of net income is the amount at which 
inventories are to be stated for carrying 
forward against the income of future 
periods. Recognizing this and the require- 
ment for a better understanding of the 
problems involved with inventory pricing, 
and the principles which should be used in 
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their solution, the Committee, after many 
years of consideration and study, issued its 
Bulletin #29 relating to inventory pricing. 
It constitutes a pronouncement of particu- 
lar importance more because of the princi- 
ples which it adopts than because of any 
revolutionary change which it requires in 
existing practices. In considering the prob- 
lem the rule of ‘“‘the lower of cost or mar- 
ket” was abandoned as having no logical 
support, the position being taken that the 
only proper basis was cost subject, how- 
ever, to the provision that when some part 
of cost had lost its usefulness for profit 
making in the following period, the meas- 
ure of such loss should be accounted as a 
cost of doing business within the period 
ending with the inventory date. In other 
words, the Committee adopted the rule 
of “the lower of cost or residual useful 
cost.”’ However, in considering means of 
determining this “residual useful cost”’ it 
concluded that replacement market usual- 
ly would be the best and most convenient 
measure. Further, because the expression 
“the lower of cost or market’ had ‘become 
so well ingrained in business practice as to 
make it difficult to supplant it by the term 
“the lower of cost or useful cost’’ it con- 
tinued the expression but with important 
reservation. This reservation requires a 
testing of the reasonableness of the amount 
as determined by application of market 
prices and eliminates the market price 
basis if it results in an amount greater than 
prospective net realization or less than 
such realization with a normal profit. 

The procedure required is essentially 
consistent with the inventory specification 
contained in the 1948 revision of Account- 
ing Concepts and Standards issued by the 
American Accounting Association if it is 
to be assumed, as seems warranted, that 
it, too, accepts Lifo even with ‘“‘tongue in 
cheek.’”’ The bulletin varies only in that 
in certain circumstances it permits the 
stating of an inventory at an amount to be 
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carried forward which will not only pro- 
vide for direct expense of completion and 
disposal but for a normal profit as well. 

The inventory pricing bulletin considers 
inventories only from the standpoint of 
their effect upon income determination and 
consequently makes no reference to the vi- 
olence done to the balance sheet concept 
when the Lifo assumption of the flow of 
cost factors has been adopted. Current 
assets are presumed to represent currently 
realizable values and this presumption is 
ignored when a Lifo inventory reflects a 
cost of so long ago that, in a period of 
inflation, it results in the statement of an 
amount which may be so much less than 
the useful value as to be misleading. This 
objectionable feature of Lifo is waved aside 
by the Lifo advocates as being immaterial 
although at least some admit that should 
market prices produce an amount less 
than the Lifo base then the base must be 
written down to market. 

This attitude of Lifo advocates, that 
there is no importance to the understate- 
ment of inventory amounts on the balance 
sheet, makes it pleasant to find that some 
thoughtful writers disagree. Arthur H. 
Dean in his “Inquiry into the nature of 
business income” says—“‘There are, how- 
ever, obvious shortcomings to Lifo.... 
While it does in certain circumstances... 
have the effect of revaluing goods sold in 
terms of depreciated dollars, it does so 
by ascribing to unsold goods the old mone- 
tary costs, resulting in a corresponding 
undervaluation in terms of current dollars 
of inventories on hand.’”’ Donald B. Woom- 
er says—‘‘In addition to the fact that it 
does not measure economic cost accurate- 
ly, the Lifo method has the added disad- 
vantage of distorting the balance sheet to 
the point where it has little or no eco- 
nomic significance.”” While Mr. Woomer 
was dealing with the question of deprecia- 
tion, what he says is equally true of in- 
ventories. 


The Accounting Review 


The fact that Lifo frequently results ip 
a gross understatement of the useful value 


of the inventory was for some time under 


consideration by the Committee on Ac. | 


counting Procedure from the standpoint 
of the question of whether the useful value 
should not be stated parenthetically where 
such value, due to the use of Lifo or other 
circumstance, exceeded the amount stated, 
The problem is not as simple as it might 
seem. While the statement of an inventory 
at an amount much less than the useful 
value may be considered misleading, an 
indication of the amount of the variation 
also might be misleading as indicating a 
profit that would not be realized and, in 
any event, would not indicate that the 
assumed profit would be reduced by income 
tax. Additionally, there is the practical 
problem that in many companies, which 
have followed the Lifo or the base stock 
method for many years, the determination 
of current value of the inventory would be 
so costly as to make the requirement im- 
practical. As a consequence the committee 
decided to make no pronouncement re- 
quiring such a disclosure. 

There has been so much discussion pro 
and con concerning the propriety and 
desirability of the Lifo method for the 
determination of income and the advocacy 
of those in its favor has been so pronounced 
that it might be concluded that its adop- 
tion was a continuing development. Such 
would be overstating the case. Out of 
some 375 companies, the reports of which 
indicated the method used, only 79 in 
1946, 92 in 1947, and 96 in 1948 used the 
Lifo method. As the number of reporting 
companies which did not indicate the basis 
used approximated 280, and as it is reason- 
able to assume that the absence of specifi- 
cation evidenced that Lifo was not the 
basis, it would seem that only some 15% 
had adopted Lifo and this, and the small 
increase in Lifo users from 1947 to 1948, 
make it evident that the important com- 
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panies are not rushing to the Lifo basis. 

The writer would like very much to 
take the time to discuss the relative merits 
of Lifo and Fifo but space does not permit. 
He will express the opinion, however, that 
there will be many companies which will 
have occasion to regret the adoption of the 
basis and that a large percentage of those 
which did, did so only because of the pres- 
ent benefit from a tax standpoint. There 
has been too little thought given to the 
many accounting problems that will arise 
when the useful value is found to be less 
than the Lifo base. 

Bulletin #31 issued in the fall of 1947 re- 
lated to inventory reserves. It was directed 
to the prevention of what then had be- 
come a growing practice of reducing stated 
income by the provision of reserves for 
possible future inventory losses and stated 
unequivocably that the income account 
should not be charged for reserves created, 
“for possible future inventory losses on 
inventories not on hand or contracted for, 
or without regard to any specific loss 
reasonably related to the operations of the 
current period, or for the purpose of reduc- 
ing inventories other than to a basis which 
is in accordance” with the provisions of 
Bulletin #29 just discussed and, further, 
that such reserves if created out of surplus 
should not be used to relieve the income 
account of any year. 

The committee’s Bulletin 432 on income 
and earned surplus is of far-reaching im- 
portance and should assist materially in 
making the income statement more useful. 

The subject had been under considera- 
tion for some years when the Securities 
and Exchange Commission drafted a 
tentative accounting release requiring 
that no items affecting net worth could be 
put to surplus except dividends and capi- 
tal readjustments. Such a rule would have 
put the profession in a strait jacket by 
eliminating that opportunity for the play 
of judgment which is so essential in ac- 
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counting and the extent of cooperation 
between the committee and the Chief 
Accountant of the Commission was illus- 
trated by his agreement to withhold issue 
of the release pending full opportunity 
for the committee to come to a conclusion 
and issue its pronouncement. 

The conclusions of the bulletin are in 
one way specific and yet full play is given 
for the application of judgment. It is 
specific in the statement that there should 
be a general presumption that all items 
of profit and loss recognized during the 
period are to be used in determining the 
figure reported as net income. It permits 
the application of judgment by the recogni- 
tion of possible exceptions in the case of 
items materially significant in the aggre- 
gate in relation to the company’s net in- 
come and it established criteria to assist 
the use of judgment in the application 
of the principles adopted. It becomes 
specific again in the requirement that 
when such extraordinary items would so 
impair the significance of net income as to 
permit misleading inferences they should 
be excluded. But even here what would be 
a significant effect is left, as it must be 
to judgment. 

This may seem like a compromise be- 
tween the advocates of the “‘all inclusive” 
and the “current operating performance” 
type of income statement. If it be a com- 
promise it was a necessary one, not only 
from the standpoint of reconciling oppos- 
ing views, but to make the income state- 
ment most useful to investors and other 
noninsiders who would use it as a basis of 
decision. It should be obvious that to 
include everything within the income state- 
ment would too often result in a statement 
of net income having no relation to the 
operations of the period. On the other 
hand, to have permitted all extraordinary 
or prior year items to be excluded would 

have invited the practice of considering 
every exceptional item as extraordinary 


| 
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and, in ordinary times, there would be the 
incentive to apply the exceptional classifi- 
cation more frequently to charges than to 
credits. 

This bulletin clearly implies an increased 
responsibility upon the examining account- 
ant in that he must determine, by the ap- 
plication of his judgment to the varying 
circumstances in each case and in light of 
the criteria provided for his aid, that items 
excluded from the income statement are 
not only extraordinary and not identifiable 
with the operations of the period but are 
material in the aggregate. On the other 
hand, if such items are sufficiently im- 
portant to produce a misleading inference 
should they be charged against income, 
he must insist that they be excluded. 

The concept of net income adopted by 
the Committee in this Bulletin #32 is at 
variance with the Statement of Accounting 
Concepts issued by the American Account- 
ing Association. That statement, as re- 
vised in 1948, states that—‘‘The income 
of an enterprise is the increase in its net 
assets... measured by the excess of 
revenue over expense . . . ”—expense then 
being defined as consisting “of operating 
costs—deductions that have a traceable 
association with the production of revenue, 
and losses—deductions that have no such 
association . . . asin the case of losses from 
flood or fire.” 

The variation between the Committee 
on Accounting Procedure and the Ameri- 
can Accounting Association in this matter 
arises from the fact that while the latter 
prefers an inflexible rule, the former goes 
only so far as to state that—‘‘there should 
be a general presumption that all items of 
profit and loss recognized during a period 
are to be used in determining the figure 
reported as net income” but holds that 
there are possible exceptions “‘to this pre- 
sumption . . . with respect to items which 


in the aggregate are materially signifi- 
cant .. 


.and are clearly not identifiable 


with or do not result from the usual or 
typical business operations of the period.” 

The Committee’s reasoning is both real- 
istic and sound. It concedes that it js 
desirable, agreeing with the Association 
in this respect, that a series of income 
statements should account for ‘‘the entire 
income history of the enterprise” during 
the entire period but realistically concludes 
that such desirability is overbalanced by 
the greater desirability of avoiding the 
stating of a net income amount that con- 
tains misleading inferences and requires 
that an error of judgment in one year, 
which resulted in misstating its net in- 
come, be corrected only by misstating the 
income of a later year. Two wrongs do 
not make a right and one wrong should not 
require another. 

Bulletin #36 upon the subject of the 
accounting for the cost of past service an- 
nuities upon the adoption of a pension 
plan states no new principle but rather 
applies an old principle to the problem pre- 
sented by a development of a new business 
procedure. Its requirement arose through 
the rapid increase in the practice of estab- 
lishing actuarially sound plans for the pro- 
vision of pensions to retiring officers and 
employees and the fact that many, if not 
the majority of corporations, had charged 
the initial cost, the actuarial reserve re- 
quirement, against surplus either because 
of a mistaken conclusion that it reflected 
an accrued cost of the past or because of a 
desire to dispose of the amount in order 
not to burden future income. The Com- 
mittee had little difficulty in reaching its 
conclusion for it should be obvious that 
a pension plan is adopted for the benefit 
of the future and the initial cost constitutes 
a payment for an expected future benefit. 
Accordingly, recognition of the well estab- 
lished principle that costs should be allo- 
cated against the income of the period 
benefited could lead to only one conclu- 
sion. The fact that the measure of the cost 
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was past services was manifestly not a 
factor. The Committee’s conclusion in this 
matter is fully consistent with the general 
principles enunciated by the Association 
and is supported by the Securities and 
Exchange Commission. 

The Committee’s Bulletin #37 upon ac- 
counting for compensation in the form of 
stock options dealt with a most perplexing 
problem. It has become a practice, al- 
though apparently not as frequent today 
as a few years ago, to compensate employ- 
ees by permitting them to acquire shares of 
a company either at or somewhat below 
their market or otherwise determined fair 
value thus enabling them, prospectively, 
to benefit through an enhancement in 
value to be produced, theoretically at 
least, by their efforts. In many cases, if 
not the majority, the only accounting 
made was a credit to capital upon the 
exercise of the option. In many cases the 
option would be exercised at a time when 
the market price was greatly in excess of 
the option price so that the corporation 
was in the position of giving a value, which 
it otherwise could have realized, in con- 
sideration for the services of the employee 
without being required to reflect it as a 
charge against its income. The recognition 
of the impropriety and the attempt to 
correct it is a recent development directed 
towards assuring the inclusion of all costs 
of operations and avoiding overstatements 
of income. 

The problem was vexatious because of 
the difficulty of determining the amount 
which should be accounted. It was con- 
ceded to be measured by the excess of the 
fair value of the shares over the option 
price but there was disagreement as to 
whether the excess should be computed 
as at the option date, the date first exercis- 
able or the date exercised. The Committee, 
after much consideration, concluded that 
the exercisable date, the date when the 
option right became the property of the 


grantee, was the date for the measure of 
its value and for its accounting. 

With respect to the manner of measure- 
ment, the Committee concluded that while 
the market price, if any, of the shares 
usually would be an important factor, and 
sometimes the determining one in fixing 
the fair value, it would not necessarily be 
conclusive. 

Bulletin #37 is not a complete answer to 
the problem of accounting for compensa- 
tion in the form of stock options. This is 
because it is such a simple matter to frame 
the option agreement to eliminate any 
apparent value at the exercisable date 
thus enabling a company, which so desires, 
to avoid an accounting of a valuable service 
that is a real factor in producing its in- 
come. 

The Committee has had upon its agenda 
for some years the issue of a pronounce- 
ment covering the entire question of re- 
quired disclosure and it should not be too 
long before something should be issued. 
During the past year it considered two 
specific questions. One, already mentioned, 
was the question of a requirement for dis- 
closure of the current value of a Lifo in- 
ventory where it exceeded the amount 
reflected by the accounts. 

The other question considered was 
created by the growing practice in recent 
years of using long term leases as a method 
of financing. A corporation, usually for 
the purpose of increasing its working capi- 
tal, would sell a facility which it owned, or 
which it had constructed for the purpose, 
and at the same time arrange for a long 
term lease under conditions in which it 
assumed all the costs and obligations of 
ownership except the liability for any mort- 
gage indebtedness which might exist upon 
the property. Many such leases gave the 
lessee an option for reacquisition of the 
property at the termination of the lease 
and in some cases reacquisition was re- 
quired. In many cases in which a repur- 
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chase option or requirement existed, the 
specified repurchase price was arbitrary, 
having little or no relation to the property’s 
reasonably prospective worth, or was a 
nominal sum. 

It has not been the usual practice for 
corporations to disclose the existence of 
leases, the rentals required to be paid, or 
other obligations that might be involved. 
In this new type of lease, however, the 
circumstances in many cases made the 
arrangement in all of its practical aspects 
the equivalent of mortgaging property for 
its full worth. The terms of the lease, if 
requirement of reacquisition was not 
specified, usually provided a purchase 
price making it evident that reacquisition 
was contemplated. Believing that material 
amounts of fixed rentals under long-term 
leases and the existence of certain or other 
contingent repurchase obligations con- 
stitute material facts affecting judgments 
based on financial statements of corpora- 
tions, the Committee announced its opin- 
ion that disclosure in financial statements 
should be made of— 

(1) The amounts of annual rentals to be paid 

under such leases with some indication 
of the periods for which payable; and 


(2) Any other important obligation assumed 
or guaranty made in the connection. 


The Committee also expressed the 
opinion that full disclosure should be made 
of any sale and lease transaction in the 
year in which consummated and that the 
information concerning all leases of signifi- 
cance should be provided not only in the 
year in which the transaction originates 
but as long thereafter as the amounts 
involved are material. The Committee 
further expressed the opinion that where 
it is clearly evident that the transaction 
involved is in substance a purchase, then 
the “leased” property should be included 
among the assets of the lessee with ap- 
propriate accounting for the corresponding 
liabilities. This last provision is one fraught 


with difficulties for the practicing account. 
ant unless the lease makes a repurchase 
mandatory. 

It has long been recognized that varia- 
tions in the purchasing power of a mone- 
tary unit prevent an equality between the 
economic income of business and the 
reported income stated upon the basis of 
present-day accounting methods. In a 
period of inflation such as has been experi- 
enced during recent years, the real value of 
the dollar, in terms of purchasing power, 
declines. As a consequence, depreciation 
of production facilities acquired before or 
in the early days of the present trend is 
charged against current revenues, received 
in current dollars, in amounts which are 
less than would be chargeable if the present 
value of the dollar had existed at the time 
the facilities were acquired. 

While the present day excess of ac- 
counted over economic income is attribut- 
able to the effect upon the accounting of 
all expiring costs as well as other factors, 
as is made clear by Mr. Dean in his paper 
already mentioned and by Mr. Sweeney 
in his work of a number of years ago up- 
on ‘Stabilized Accounting,” the fact that 
plant facilities were, in larger part, ac- 
quired at times when the dollar value was 
much greater than at present, makes 
depreciation accounting the greatest fac- 
tor. In fact, so much stress was laid upon 
this depreciation factor as to promote a 
belief that if a procedure could be adopted 
of accounting depreciation upon replace- 
ment value, as contended for by some, or 
upon a cost adjusted to a present-day basis 
by the use of price indices, as contended 
for by others, the whole problem of the 
excess of accounted over economic income 
would be solved. 

There can be no question but what the 
inflationary trend did so widen the gap 
between economic and accounted income 
as to result in reported net incomes which, 
upon their face, appeared to be excessive 
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when compared with the reported incomes 
of earlier years and were misleading to 
those who failed to recognize the reduced 
purchasing power of the dollars in which 
current income was stated. Also, it is ad- 
mitted that if the accounting of deprecia- 
tion could have been stated upon the basis 
of a cost accurately measured in present- 
day dollars, the gap between economic 
and accounted income would have been 
greatly reduced. 

This so-called deficiency in the charge 
against income for depreciation was ag- 
gravated in those companies which had 
acquired emergency facilities, the entire 
cost of which had been written off during 
the war period with the consequence that 
current revenues were subject to no deduc- 
tion whatever for the use of the producing 
facilities. 

Several major corporations attempted to 
cure or at least reduce the misconception. 
Some corporations, which found it neces- 
sary to add currently to their facilities 
wrote off that part of the cost of the 
facilities estimated to be in excess of so- 
called normal cost against current income 
even before the facilities became revenue 
producing. Others took the position that 
prospective replacement costs were so 
much in excess of original costs that con- 
ventional depreciation charges were in- 
adequate and made arbitrary additional 
charges against income to recognize this 
situation. 

Because of the clamor for a recognition 
of a depreciation procedure which would 
base depreciation upon some amount 
greater than cost and because of the pro- 
cedures which had been adopted by im- 
portant companies which were manifestly 
inconsistent with generally accepted pro- 
cedures, the question was considered, and 
considered most seriously, by the Com- 
mittee on Accounting Procedure. It first 
issued an informal statement of its views 
and later, in December, 1947, after further 


consideration, reissued such statement as 
a formal bulletin. Its conclusion was that 
an increased depreciation charge is not a 
satisfactory solution to the problem and 
it disapproved “immediate write-downs of 
plant cost by charges against current in- 
come in amounts believed to represent 
excessive or abnormal costs required by 
current price levels’ but made the com- 
ment that ‘“‘plants expected to have less 
than normal useful life can properly be 
depreciated on a systematic basis related 
to economic usefulness.” 

The conclusion of the Committee in this 
respect is consistent with the views of the 
American Accounting Association and was 
supported by the Securities and Exchange 
Commission. As a consequence, the ac- 
counting of depreciation upon the basis 
of anything other than cost became in 
effect ‘‘outlawed.’’ However, a number of 
companies gave recognition to the Com- 
mittee’s comment that “plants expected 
to have less than normal useful life can 
properly be depreciated on a systematic 
basis related to economic usefulness.” The 
Chrysler Corporation pioneered in this 
with a procedure suggested by George D. 
Bailey. This procedure gave recognition 
to the fact that additional facilities recent- 
ly constructed at high cost were con- 
structed for the purpose of reaping the 
benefit of a reasonably expected excessive 
demand over a relatively few years and 
that, accordingly, it was appropriate to 
amortize that proportion of the cost esti- 
mated to be above normal over a relatively 
short period leaving the remainder to be 
depreciated over the estimated ultimate 
useful life. This procedure was merely a 
modification of the generally accepted 
procedure of amortizing a plant facility 
upon the basis of production rather than of 
time. 

The U. S. Steel Corporation which had 
at first adopted the procedure of arbitrary 
additional charges to provide for the pro- 
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spective excess cost of replacements adopted 
a procedure different from that used by 
Chrysler but to the same end. It esti- 
mated a normal production of 70% of 
capacity and accounted accelerated de- 
preciation at rates proportionate to the 
excess of the production rate above that. 
In all of these cases depreciation was still 
tied to cost, it being the understanding that 
the aggregate of charges for depreciation 
should not exceed cost. 

These methods which have been adopted 
as a solution to the problem are, it is 
believed, squarely within the framework 
of generally accepted accounting prin- 
ciples and as such have been accepted 
by the Securities and Exchange Commis- 
sion. 

In 1947 the Committee issued Bulletin 
#30 dealing with what should be classified 
as current assets and liabilities. One of the 
conclusions was that, logically, prepaid 
expenses were just as much a current asset 
as inventories. As the result of this pro- 
nouncement 96 companies in 1947 adopted 
the suggested procedure as against 6 that 
had so stated prepaid expenses in 1946 and 
in 1948 the number had increased to 129 so 
that during that year about 24% of the 
525 companies tabulated had adopted the 
procedure recommended by the Committee 
in this matter. 

To summarize, it might be said that 
while recent developments have all been 
directed to an improvement in the clarity 
of business financial reports they have been 
along several lines. The first and most 
important from a long-range standpoint 
is the intense consideration, evidenced by 


extensive discussion in accounting publi- 
cations, of the effect of changing price 
levels upon business income and the ques- 
tion of a requirement of recognizing such 
changes in accounting records and reports, 
A second line of development is the pro- 
nouncements of the Committee on Ac. 
counting Procedure intended to improve 
financial reports by requiring greater uni- 
formity in the use of procedures, clarity of 
expression, and a sharpening of the concept 
of net income. These pronouncements did 
not constitute new concepts but were the 
expression of definite opinions of what con- 
stituted accepted practice. Such pro- 
nouncements include the Bulletins con- 
cerning inventory pricing, inventory re- 
serves, depreciation and high costs, in- 
come and earned surplus, and current as- 
sets and liabilities. 

Pronouncements relating to questions 
arising through new business practices 
have constituted a third line of develop- 
ment. Such were the Bulletins defining 
requirements of accounting or disclosure 
with respect to pension plans, compensa- 
tion in the form of stock options, and 
corporation financing by means of facility 
sale and lease back arrangements. The 
fourth development, very much in an 
embryonic stage, is the experimentation 
with new forms of financial reports. 

The art of accounting is progressing. 
Recent developments have done much to 
sharpen the significance of stated net in- 
come and the usefulness of financial re- 
ports. But much yet remains to be ac- 
complished in meeting the social responsi- 
bilities of the profession. 
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ALLOWABLE COSTS FOR AIR 


FORCE CONTRACTS’ 


BRIGADIER GENERAL T. R. RAMPY 
United States Air Force 


HE AIR FORCE has been auditing pro- 
and supply contracts since 

1926. In practice, a wide variety of 
audit work is performed but the major 
part of procurement auditing affects two 
general types of contracts—those of a 
cost-reimbursement nature and those of a 
fixed-price nature with price redetermina- 
tion provisions. 

It is generally agreed that it is appropri- 
ate for the Air Force to verify the validity 
and propriety of claims for reimbursement 
submitted by contractors under cost- 
reimbursement type contracts. This is a 
simple business-type precaution which 
would be exercised normally between two 
private concerns if a similar contractual 
relationship existed. Therefore, since the 
claims of contractors under this form of 
contract are based on accounting records, 
it is appropriate that the verification and 
examination of such claims be made by 
personnel trained in accounting and audit- 
ing. It is through this procedure that the 
Government exercises one of its responsi- 
bilities to the public. 

In the Air Force, and also in the Army, 
the auditor on cost-type contracts fur- 
nishes a report of his audit findings to the 
contracting officer who exercises his own 
discretion regarding the contractor’s claim. 
A slightly different relationship exists un- 
der Navy supply contracts. The Navy 
Cost Inspector, instead of the contracting 
officer, is responsible for the determination 
of the amount of allowable costs. When an 
Air Force or an Army auditor is auditing 


* This paper reflects the personal opinion of the 
writer and is not intended to indicate the official posi- 
tion of the Air Force on allowability of costs. 


a Navy contract, he therefore becomes 
responsible for the actual determination of 
costs whereas he may be, at the same time, 
auditing an Army or an Air Force cost- 
type contract in the same plant under 
which he does not have that responsi- 
bility. 

In the case of fixed-price type contracts 
with price redetermination provisions, the 
purpose of the audit is to verify the cost 
data submitted by the contractor and en- 
deavor to place the negotiating officer of 
the procurement service in as nearly an 
equal negotiating position with the con- 
tractor as is practicable. It is recognized 
that this can never be fully accomplished 
except perhaps in unusual circumstances. 

Obviously, it is impossible for auditors 
to perform a detailed audit of all transac- 
tions relating to the average Air Force 
contract, therefore, recognized selective 
audit methods are utilized to the fullest 
extent practicable. Certain basic factors 
which auditors are required to consider 
are: (1) adequacy and reliability of the 
contractor’s accounting system and re- 
lated internal controls, (2) previous ex- 
perience with the particular contractor on 
Government contracts, and (3) the volume 
of cost to be audited, i.e., the amount of 
the claim or the amount of the cost state- 
ment in relation to the effort and time to 
be expended on the audit and in relation 
to the contractor’s other business. 

Procurement contracts necessarily re- 
quire some type of guide to follow in con- 
sidering the allowability of a particular 
type of cost. It has been the practice in 
the Air Force, until recently, to use Sec- 
tion 26.9 of T.D. 5000 as a definition of 
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cost in most cost-type contracts. However, 
other definitions have been used, par- 
ticularly in research and development 
contracts. During the war, nearly all Air 
Force cost-type supply contracts incor- 
porated T.D. 5000 and, to assist in its 
interpretation, the Army and the Air Force 
developed certain “Cost Interpretations” 
which were published in TM 14-1000. As 
of March 1, 1949, Section XV ‘“‘Contract 
Cost Principles,’ of the Armed Services 
Procurement Regulation became effec- 
tive and was designated for use in cost- 
type contracts. 

The Contract Cost Principles have 
been described as follows: “In my opinion, 
they represent an expression of a policy 
characterized by foresight and a firm de- 
sire to capitalize on the experience and 
mistakes of the last war, to the end that 
ambiguity and uncertainties in contract 
dealings are minimized and that a suitable 
balance will be maintained between the 
protection of the interest of the Govern- 
ment and fairness to the individual con- 
tractor.’* It is gratifying to note this 
favorable comment regarding the Contract 
Cost Principles. The ‘Principles’ are in- 
cended as a statement of concepts and 
interpretations which would be reason- 
ably applicable to the large majority of 
contracts and would result in equitable 
transactions between the Government 
and industry. It is clearly understood that 
no contract is satisfactory which does not 
provide for a fair profit. The term “‘profit,” 
however, may not always be interpreted 
in the form of dollars related to a par- 
ticular contract. A contract may be 
“profitable,” yet have no “profit” in the 
form of cash income received and directly 
attributable thereto. 

In considering the allowability of costs, 
it may be well to recognize that the Gov- 


2 Robert S. Warner, “Accounting for Government 
Contracts Under the Armed Services Procurement 
Regulations,” NACA Bulletin, May 1, 1949, p. 976. 


ernment has a concept of cost different 
from that ordinarily accepted in business 
and further, there are many variations in 
the cost provisions stated in contracts. In 
particular, certain cost-type contracts in- 
clude more restrictive definitions of cost 
than those set forth in TD 5000 and the 
“Principles.” 

A manufacturer treats practically every 
expenditure he makes as a determinant 
of total costs. However, an important 
factor in the development of the Cost 
Principles was the necessity for uniform- 
ity in order to avoid possible claims of 
unfair or inequitable treatment of one 
contractor when compared with another. 
It would be highly undesirable, particu- 
larly under cost-reimbursement contracts, 
to leave the determination of costs as a 
responsibility of individual contracting 
officers or auditors without a guide as to 
what other contracting officers and audi- 
tors are considering as costs of similar 
contracts. Therefore, the Government has, 
in the Contract Cost Principles, endeav- 
ored to establish a line of demarcation be- 
tween allowable and unallowable costs. It 
was the intent to provide sufficient flexi- 
bility to avoid inequity in any particular 
case. 

In the following paragraphs, the pro- 
visions of the Principles are stated and 
discussed: 

“15-000 Scope of Section. This section 
sets forth, in general, standards for the 
determination and allowance of costs in 
connection with the performance of cost- 
reimbursement type contracts.” 

“15-102 Contract Provisions. In order 
for the principles for determination of 
costs outlined in Part 2, Part 3, or Part 4 
of this section to be binding upon the 
Government and upon a contractor, the 
applicable principles must be (a) set forth 
in the contract or appended thereto, or (b) 
specifically incorporated by reference in 
the contract. The cost principles outlined 
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in Part 2, Part 3, or Part 4 of this section 
(whichever is applicable) shall be made a 
part of every contract of the type referred 
to in paragraph 15-101 executed as of a 
date on or after 1 March 1949, except that 
any such contract (i) may, to the extent 
necessary in a particular case, expressly 
provide for the allowability of any of the 
hinds of costs referred to in Part 5 of this 
section unless any such kind of costs is 
expressly excluded under Part 2, Part 3, or 
Part 4 (whichever is applicable, and (ii) 
may exclude any item of allowable cost set 


forth in Part 2, Part 3, or Part 4.” (Italics 


added.) 

The possibility of expressly providing 
for the allowability of any of the kinds of 
cost referred to in Part 5 of these Princi- 
ples is clearly provided for, but it should 
be noted that any such kind of costs must 
not be expressly excluded under Part 2, 
Part 3, or Part 4. Note also the provision 
for the exclusion of any item of allowable 
cost set forth in Part 2, Part 3 or Part 4. 
These are important points to be observed 
by those writing contracts. 


PART 2—SUPPLY AND RESEARCH 
CONTRACTS WITH COMMERCIAL 
ORGANIZATIONS 


Part 2 of the Principles covers cost-type 
supply and research contracts with com- 
mercial organizations. This is distinguished 
from Part 3 which covers cost-type re- 
search contracts with nonprofit institu- 
tions and Part 4 which covers cost-type 
construction contracts. Most of the Air 
Force procurement comes under Part 2 
and the following discussion is limited 
principally to this part. 

“15-201 General Basis for Determina- 
tion of Costs. The total cost of a cost- 
reimbursement type contract is the sum 
of the allowable direct costs incident to 
the performance of the contract, plus the 
properly allocable portion of allowable 
indirect costs, less applicable income and 


other credits. The tests used in determin- 
ing the allowability of costs also include 
(i) reasonableness, (ii) application of gen- 
erally accepted accounting principles and 
practices, and (iii) any limitations as to 
types or amounts of cost items set forth 
in this Part 2 of Section XV or otherwise 
included in the contract. Failure to men- 
tion any item of cost in this part is not 
intended to imply that it is either allow- 
able or not allowable. The use of normal 
or standard costs (with appropriate ad- 
justments for variances, unallowable costs 
and the other provisions of this part) is 
acceptable in determining amounts of 
provisional or interim payments, but final 
allowable costs must represent actual 
costs. Income and other credits arising out 
of operations under the contract, where 
the related cost was reimbursed or ac- 
cepted as an allowable cost, will be cred- 
ited to the Government.” 

There is one very important word in 
this paragraph, namely, “reasonableness.”’ 
The Principles include the words “‘reason- 
able” and “reasonableness.”’ These words 
are so important in the determination of 
the amount of allowable costs that a cost 
interpretation is being written for the 
guidance of all concerned. 

“15-204 Examples of Items of Allowable 
Costs. Subject to the requirements of para- 
graph 15-201 with respect to the general 
basis for determining allowability of costs, 
and irrespective of whether the particular 
costs are treated by the contractor as 
direct or indirect, the following items of 
costs are considered allowable within the 
limitations indicated: 

“(a) Advertising in trade and technical 
journals, provided such advertising does 
not offer specific products for sale but is 
placed for the purpose of offering financial 
support to journals which are valuable for 
the dissemination of technical informa- 
tion within the contractor’s industry (but 
see paragraph 205 (a)).” 
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The question of allowability of adver- 
tising cost has been a subject of discussion 
since the beginning of the last war. T.D. 
5000, as incorporated in Air Force con- 
tracts, made no reference to advertising, 
but it was decided that the allowable 
amount of this type of cost would be 
limited, and accordingly, a cost interpreta- 
tion was issued as now included in TM 
14-1000. There is very little, if any, dif- 
ference between TM 14-1000 and the 
statement in these principles. 

There have been more questions raised 
on the subject of advertising than on any 
other contract cost principle and a cost 
interpretation is now being prepared on 
this item. However, regardless of the cost 
interpretation, it is the responsibility of 
the contracting officer to make a final de- 
termination as to the allowability of any 
costs submitted for reimbursement. The 
cost interpretation in preparation will deal 
primarily with what constitutes a trade 
and technical journal and may bear on 
what is meant by offering specific products 
for sale, but it will not name particular 
publications in the category of trade and 
technical journals. 

Allowable advertising should be con- 
sidered as an element of overhead cost in 
much the same manner as light, heat, 
power or other indirect expense incident 
to the contractor’s normal production. The 
methods followed by some advertising 
people have been to tell a contractor that 
if he places advertising in a particular 
magazine, it will be an allowable cost, 
therefore, he should buy advertising. It 
would seem to be just as logical for a sup- 
ply salesman to come into a contractor’s 
plant and tell him that he should buy light 
bulbs because the cost is allowable under 
the Contract Cost Principles. The placing 
of advertising is the contractor’s business. 
If he thinks he needs it and can pay for it, 
it should be purchased on the same basis 
as any other commodity, that is, get the 
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best buy he can for his money. Then he 
must consider whether the type of ad- 
vertising he has purchased is proper for 
inclusion in overhead apportionable to a 
particular Government contract. In other 
words, if the contractor feels that it is a 
proper cost under his contract, he should 
claim it and if it is questioned by an 
auditor or a contracting officer, he should 
be prepared to explain why it is a proper 
cost. Naturally, differences of opinion will 
arise but the important factor is that the 
contractor, in making a claim, should 
be fortified with facts as to why he thinks 
it proper. The cost interpretation being 
prepared is for the benefit of contracting 
officers and auditors as well as for the 
benefit of contractors in determining what 
constitutes a proper claim. A decision re- 
garding advertising is a proper function of 
the local auditor and contracting officer 
in the light of all the pertinent circum- 
stances. In case of disagreement between 
the contractor and contracting officer, the 
Board of Contract Appeals or other higher 
authority may have to render a decision 
on a particular journal. Such decisions 
may then act as guides both to contractors 
and to Government personnel but every- 
one must be careful to correlate the cir- 
cumstances. 

“(b) Bonds and insurance, including 
self-insurance (but see paragraph 15-205 
(p)).” A cost interpretation is being 
prepared on this item. 

“(c) Compensation of corporate officers, 
executives and department heads. (The 
term ‘compensation’ includes all amounts 
paid or set aside, such as salaries, royalties, 
license fees, bonuses, pension, retirement 
and deferred compensation benefits. The 
total compensation of an individual may 
be questioned and the amount allowed may 
be limited; and in connection therewith, 
consideration will be given to the relation 
of the total compensation to the services 
rendered.)”’ 
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Under this item, the rule of reasonable- 
ness will be the general guide. There are 
naturally variations in the amount of com- 
pensation paid to top executives within 
the same industry. 

“(d) Depreciation and depletion, based 
on cost of acquisition (but see paragraph 
15-205 (b) and (c)).” 

This subject will be discussed under the 
head of ‘‘Unallowable Costs.” 

“(e) Directors and executive committee 
fees and expenses; the expenses of stock- 
holders meetings, annual reports, and 
reports and returns prepared for govern- 
mental authorities; and registry and trans- 
fer charges resulting from changes in 
ownership of securities issued by the con- 
tractor. 

“(f) Freight, transportation, and mate- 
rial handling. 

“(g) Improvement of working condi- 
tions, employer-employee relations, and 
standards of performance.”’ 

This item is obviously susceptible to 
broad interpretation but at the same time 
we have the word “‘reasonable”’ as a check. 

“(h) Jigs, dies, fixtures, patterns, draw- 
ings and special tools. 

“(i) Legal, accounting, and consulting 
services and related expenses (but see 
paragraph 15-205 (d) and (1)).” 

It should be remembered that some of 
the items included in the “allowable” 
costs in this list were not specfically set 
out as allowable in former definitions of 
cost, particularly TD 5000, even though 
their allowability may have been implied. 

“(j) Manufacturing and production 
engineering, that is, engineering related 
immediately to manufacturing and pro- 
duction as distinguished from research, 
experimentation, and development. 

“(k) Materials and supplies. 

“(1) Memberships in trade, business 
and professional organizations. 

“(m) Miscellaneous office and adminis- 
trative services and supplies, including 
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communication expenses. 

“(n) Overtime compensation for direct 
or indirect labor, to the extent expressly 
provided for elsewhere in the contract or 
otherwise authorized by the Government. 

“(o) Patents, purchased designs, and 
royalty payments, to the extent expressly 
provided for elsewhere in the contract 
or otherwise authorized by the Govern- 
ment. 

“(p) Pension, retirement, group health, 
accident and life insurance plans (but see 
paragraph 15-205 (p)). 

“‘(q) Plant maintenance and protection. 

“(r) Recruiting (including ‘help wanted’ 
advertising) and training of personnel. 

“(s) Research and development specifi- 
cally applicable to the supplies or services 
covered by the contract. 

“(t) Salaries and wages, direct and in- 
direct (but see paragraph 15-204 (c)). 

“(u) Subcontracts and purchase orders. 

“(v) Taxes (but see paragraph 15-205 
(i) and (r)). 

“(w) Traveling expenses. 

“(x) Vacation, holiday and severance 
pay, sick leave and military leave, to the 
extent required by law, by employer-em- 
ployee agreement or by the contractor’s 
established policy.” 

15-205 Examples of Items of Unallow- 
able Costs. Irrespective of whether the 
particular costs are treated by the contrac- 
tor as direct or indirect, the following items 
of cost are considered unallowable, except 
as indicated: 

“(a) Advertising, except ‘help wanted’ 
advertising, and advertising in trade and 
technical journals (see paragraph 15-204 
(a) and (r)).” 

This has been discussed previously 
(paragraph 15-204 (a)). 

“(b) Amortization or depreciation of (i) 
unrealized appreciation of values of assets, 
or (ii) assets fully amortized or depreciated 
on the contractor’s books of account.” 
This provision is one of the more con- 
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troversial ones and will require a cost 
interpretation which is now being written. 
It has been very difficult to obtain any 
uniformity of opinion regarding this sub- 
ject but it is hoped that the cost interpre- 
tation will be helpful. Part 5 provides a 
means for consideration of the question. 

“(c) Bad debts (including expenses of 
collection) and reserves for such debts. 

“(d) Commissions and bonuses (under 
whatever name) in connection with ob- 
taining or negotiating for a Government 
Contract.” 

There is some question as to the validity 
of this disallowance in certain cases. Al- 
though it is not illegal to disallow all com- 
missions and bonuses in connection with 
obtaining or negotiating a Government 
contract, the Armed Services Procurement 
Act of 1947, Sec. 4. (a), does not specifi- 
cally disallow amounts payable to “... 
bona fide employees or bona fide estab- 
lished commercial or selling agencies main- 
tained by the contractor for the purpose 
of securing business, . . . . ” Some clarifica- 
tion of this point is necessary. 

“(e) Contingency reserves. 

“(f) Contributions and donations. 

“(g) Dividend payments. 

“(h) Entertainment. 

“(i) Federal taxes on income and excess 
profits. 

“(j) General research, unless specifically 
provided for elsewhere in the contract. 

“(k) Interest on borrowings (however 
represented), bond discount and expenses, 
and financing charges.” 

This is another one of the very con- 
troversial items. The principal reason for 
disallowing interest was to place contrac- 
tors°on*a¥more nearly equal basis. In 
other words, a contractor who has his own 
working capital on deposit in a bank would 
appear to be discriminated against if 
another contractor who had to borrow his 
working capital and pay interest on it 


were allowed to recover the interest as a 
contract cost. It can, of course, be argued 
that this difference in contractor qualifica. 
tion could be compensated for in the rate 
of profit. This fact was considered but it 
was finally determined that in the interest 
of uniform administration and on account 
of the relatively small amount of money 
involved, it would be simpler to disallow 
all interest on borrowings. Other complexi- 
ties are the differences in financial struc- 
ture of the various contractors—some ob- 
tain funds through bond issues, others 
through stock issues, others through 
straight bank loans. Therefore, the ques- 
tion would often arise as to whether the 
interest involved was reasonably allocable 
to the contract. 

“(1) Legal, accounting and consulting 
services and related expenses incurred in 
connection with organization or reorgani- 
zation, prosecution of patent infringement 
litigation, defense of anti-trust suits, and 
the prosecution of claims against the 
United States. 

“‘(m) Losses from sales or exchanges of 
capital assets, including investments.” 

Although reference is here made only to 
losses from sales or exchanges of capital 
assets, the Government will probably not 
take gains from similar transactions. 

“‘(n) Losses on other contracts. 

“(o) Maintenance, depreciation and 
other costs incidental to excess facilities 
(including machinery and equipment) 
other than reasonable standby facilities. 

“(p) Premiums for insurance on the 
lives of directors, officers, proprietors or 
other persons, where the contractor is the 
beneficiary directly or indirectly. 

“(q) Selling and distribution activities 
not related to the contract products. 

“(r) Taxes and expenses in connection 
with financing, refinancing, or refunding 
operations, including the listing of se- 
curities on exchanges.”’ 
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PART 3—RESEARCH CONTRACTS IN 
THE NONPROFIT INSTITUTIONS 


Part 3 deals with research contracts 
with non-profit institutions and includes 
Sections (15-303 and 15-305) concerning 
allowable and unallowable costs. This Part 
is intended to reflect exactly the principles 
contained in the so-called ‘Blue Book” 
which carries the title, “Explanation of 
Principles for Determination of Costs 
under Government Research and Develop- 
ment Contracts with Educational Institu- 
tions.” 


PART 4—CONSTRUCTION CONTRACTS 


Part 4 differs to a large extent from 
Parts 2 and 3 in that it is based on the 
premise that construction work is per- 
formed as a separate and distinct project 
and that the cost items of an indefinite or 
indirect nature are few in number. Under 
such circumstances, it is relatively simple 
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to determine the actual cost of a particu- 
lar construction project as well as the 
indirect expenses which may be applicable 
thereto. This practice has been followed 
for many years by the Corps of Engineers 
and Bureau of Yards and Docks. 


PART 5—SUBJECTS AFFECTING COST 
WHICH MAY REQUIRE SPECIAL 
CONSIDERATION 


Part 5 is a very important part of the 
Cost Principles. It is intended to give the 
contractor and the contracting officer an 
opportunity to consider items which may 
arise in the course of any type of contract 
and come to some agreement concerning 
them, which agreement should be made a 
part of the contract. The items listed in 
paragraph 15-502 are examples only and 
represent those things which have in the 
past caused some confusion due to a lack 
of clear understanding between the con- 
tractor and the Government. 
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STANDARD COSTS FOR INCOME DE. 
TERMINATION, CONTROL, AND 
SPECIAL STUDIES’ 


L. J. BENNINGER 
University of Missouri 


ANY OF THE ideas I will express 
M this morning will be found in the 
professional literature dating 
roughly from the beginning of the present 
century. Yet, except for the two notable 
attempts, one made by the American 
Accounting Association, and the other by 
the National Association of Cost Account- 
ants, little has been accomplished in com- 
pletely integrating standard cost account- 
ing with its milieu, management’s needs 
and established financial accounts. 

Standard cost accounting began as a 
specialized branch of accounting, in a 
large degree divorced from the main roots, 
the general accounts. Gradually, over the 
years, accountants have endeavored to 
utilize the benefits of standard costing 
within the traditional debit-credit system. 
In the process of integrating this new tool 
with the methods and aims of financial 
and cost accounting, the attempt has been 
to retain the aims originally set forth 
for standard costing and the aims orig- 
inally established for financial account- 
ing, unchanged, on a parallel or comple- 
mentary footing. 

The results are often paradoxical. On 
the one hand, we find the standard cost 
accountant seeking to provide data for the 
control of costs, sometimes utilizing highly 
hypothetical costs. On the other hand, 
there is the financial accountant striving 
for costs useful for income determination 
and inventory evaluation, sometimes com- 
pletely rejecting costs compiled by the 


* This paper was presented at the accounting section 
of | ot ee Economics Association in Des Moines, 
in April. 


standard cost accountant. N.A.C.A. re- 
search studies bring out this point clearly: 
standards which are out of date and stand- 
ards which are too “tight” limit the use- 
fulness of standard costs. 

The principal goal of this paper is to 
place standard cost accounting, its aims 
and methods, in proper perspective within 
the scheme of accounts. The attempt is to 
show how maximum benefits from stand- 
ard costing may be achieved by a process of 
integration with financial accounting, an 
integration particularly of aims. A further 
goal is to indicate the usefulness of stand- 
ard costing to the newly accepted objective 
of cost accountants, the accomplishment 
of special cost studies. 

The first step in achieving integration 
and coordination lies in an agreement upon 
objectives. The Committee on Cost Con- 
cepts of the American Accounting Asso- 
ciation lists as the aims of cost accounting, 
which aims should be equally applicable 
to standard cost accounting, the following: 


1. Cost control. 

2. Provision of data for determination of 
financial position and net income. 

3. Provision of data for special cost studies. 


These are worthy objectives to all of 
which I subscribe wholeheartedly. Never- 
theless, the Committee on Cost Concepts 
noted, as did the research committee of 
the National Association of Cost Ac- 
countants, that most cost accountants 
would adhere to cost control as the major 
objective. It is at this point that I would 
disagree with the majority and point to 
what cost control has often meant in prac- 
tice, the derivation of costs wholly foreign 
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to the needs of attaining the other objec- 
tives, particularly that of the determina- 
tion of income and financial position. 

Careful analysis of the various state- 
ments of principles in recent years can, in 
my opinion, lead to but one inescapable 
conclusion, namely that we must proceed 
from broad principles to specific principles, 
if they are all to hang together, if they are 
all to be consistent with each other. Simi- 
larly on aims, if cost control is taken to be 
the ultimate objective, and if, in turn, cost 
control is interpreted as performance 
control without reference to the over-all 
problem of income determination, then all 
objectives sought may not be achieved, or, 
if achieved, they will not be achieved con- 
veniently and easily. 

To illustrate my point, one of the mem- 
bers of the Committee on Cost Concepts 
stated, ‘‘A correct standard cost is the 
true product cost, and the actual cost is 
only useful in that it reveals deviations 
from the correct cost.” I have no quarrel 
with this statement as such, but I do ques- 
tion the usual interpretation and applica- 
tion of such a concept of standard costs. 
The tendency in the past few years has 
been in the direction of setting “tight” 
standards particularly for labor and over- 
head. It appears to me that “confusion 
confounded” results when, for example, a 
labor costing standard is set on the basis 
of a wage incentive standard unobtainable 
by the majority. In such an instance, labor 
management may indeed have a device 
by which to control performance, but it is 
questionable whether resulting variances 
represent deviations from “cost.” At all 
events, such standard labor costs have 
little significance from the point of view 
of inventory valuation, income determi- 
nation, and alternative cost studies. The 
standards simply do not represent cost. 
And, in certain systems, there is not even 
the pretense that they represent a “wish- 
ful” cost. 


In this paper, it will be assumed that 
the all-prevasive goal of accountants and 
accounts is the protection of the equities 
of those involved in modern business en- 
terprise. That is, accounts provide a 
vehicle whereby the facts are assembled 
and displayed in such a manner as to do 
justice to the interests of bondholders, var- 
ious classes of stockholders, government, 
management, etc. Practical application of 
this assumption leads to the objective of 
ways and means necessary to implement 
income determination and the construc- 
tion of a functional balance sheet. My sec- 
ond assumption on the function of accounts 
is that the objective of cost control is to be 
achieved largely in connection with and 
relative to the objective arising out of the 
first assumption, which, in large part, was 
concerned with income determination. 

Assumptions on the function of accounts 
and cost control just discussed might be 
entitled major assumptions. Other as- 
sumptions which follow from the accept- 
ance of those two are: 

1. That those sales representing period income 

should be matched with period costs. 

2. That period costs when related to the prob- 
lem of standard costs involve all costs which 
vary with the activity of a particular fiscal 
period. 

These costs consist of: 

a. Variable costs 

b. A portion of the fixed costs applicable to 
the level of output of a particular period. 
This can be best computed on the basis 
of a normal utilization rate. 

3. That fixed costs, although susceptible to 
a certain degree of control, are fixed largely 
through top management commitment and 
discretion. Thus they can but incidentally 
be controlled on lower supervisory levels, 
and also, their importance in a system of 
standard costs lies largely in their relation- 
ship to product. 

4. Since variable costs are directly relzted to 

output, and since they are commonly ac- 

cepted as controllable costs, they will be 
employed to measure changes in efficiency 
on secondary levels of operation. 

5. Realistic standards for income determina- 
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tion and for cost control demand that 
variable cost standards be set on the basis 
of expected-actual conditions of efficiency 
and factor prices. 


Acceptance and application of the fore- 
going assumptions will do much to maxi- 
mize the benefits to be received from a 
system of standard costs. Before going on 
to the application of these assumptions, it 
is appropriate to state here benefits pos- 
sible of achievement from standard costs 
built upon the foregoing framework. Those 
benefits are: 


1. Costs for interim and annual income deter- 
mination. 
2. Costs for the evaluation of inventories. 
3. Variation accounts for controlling costs 
and minimizing waste. 
4. Data useful in pricing established and 
prospective products. 
. Data useful in planning and budgeting. 
. Procedures which will minimize efforts and 
expense in ascertaining costs. 
7. Data useful in the study of alternative 
costs, particularly those involving the vari- 
ation of costs with volume. 


The remainder of this paper is concerned 
with subject matter which is somewhat 
more specific and more technical in char- 
acter. It is presented not as a system of 
standard costing applicable to each and 
every manufacturing concern, but as an 
illustration indicating how standards use- 
ful for income determination may also be 
utilized for purposes of control. It is ca- 
pable of rendering data useful along the 
lines suggested in the NACA volume- 
variation studies. 

Ideally, I should like every cost to be 
readily capable of being classified either as 
a fixed or as a variable cost. The more a 
company’s costs achieve this degree of 
divisibility, the happier will be the wed- 
ding of the objectives of standard costs 
for income determination and control. 
Many writers have voiced the opinion 
that semi-variable costs are few in number, 
that most of these represent uncontrolled 


variable costs. The more this is true, the 
greater will be the applicability and the 
acceptance of the ideas to follow. 

For illustrative purposes, I am assuming 
controlling accounts for Stores, Payroll, 
Factory Overhead, as well as controlling 
accounts for each operating and service 
cost center of a manufacturing concern. 
Actual fixed, semifixed, and the fixed 
portion of semi-variable costs will be taken 
to operating cost center accounts much the 
same as is conventionally done, i.e., the 
routing of fixed costs first to operating and 
service center accounts and later allocating 
service center fixed overhead expense to 
operating cost center accounts. Where the 
costs of the service center are fairly con- 
stant in total amount, regardless of ac- 
tivity, its costs will be allocated, without 
the use of standards or sold-hour rates, to 
operating centers. Where the service 
center’s costs fluctuate with the activity 
of operating cost centers, this procedure 
will be followed with the service center’s 
fixed costs alone. 

Variable costs, it is assumed, are those 
fully within the control of the service and 
operating cost center supervisors. For the 
purpose of controlling costs, attention will 
be focussed upon variations from standard 
variable costs in both the operating and 
service cost centers. This is to be sup- 
plemented by comparative studies of ac- 
tual fixed costs, including semi-fixed and 
the fixed portions of semi-variable costs, 
with budgeted fixed costs. 

Actual variable costs are, where pos- 
sible, transferred to the particular cost 
center, operating or service, responsible for 
their incurrence. Indirect actual variable 
costs are to be allocated on equitable bases 
from the general overhead account to all 
centers. 

One other premise of the proposed plan 
ought to be mentioned here: Unless a 
significant portion of a service center’s 
costs is caused by the activity of another 
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service center, the sold-hour rate of the 
service center will be based upon sales of 
service to operating centers only. 

How are the standards to be established 
in this system? Construction of these 
standards is, where possible, to begin with 
the individual operations of the cost 
center. Where feasible, operating time is 
to be determined by engineering analysis. 
Results of engineering analysis are to be 
converted into dollars. What might be 
termed rather “tight” engineering stand- 
ards are then tobe revised to standard 
costs which essentially will amount to 
standards based upon expected averages 
for material and labor usage and material 
and labor payments. Fixed costs will be 
funnelled to product from the operating 
centers via normal utilization rates. 

In so far as the mechanics of the pro- 
posed system are concerned, there is but 
one radical change from current practice, 
that is the emphasis placed upon variable 
costs in the service cost center accounts, 
the transfer of these costs to operating 
cost center accounts by means of variable 
cost standards, and the stress upon varia- 
tions from standard variable costs in 
both operating and service cost centers as 
a means of measuring current efficiency of 
operations. The hope is to avoid capacity 
variances in the service cost centers and 
to lay stress on expense and efficiency vari- 
ations. A capacity variance in a service 
cost center is practically useless as a 
controlling device, for it may arise largely 
because of variations in the activity of 
other centers, which variations in activity 
are not subject to the control of the in- 
dividual supervisors involved. I am as- 
suming that for current control purposes 
fixed or capacity costs are pertinent, for 
the most part, only to the costing of prod- 
uct, and for that reason alone they are 
brought to operating cost center accounts. 
In the operating cost centers as well as 
the service cost centers current efforts at 


control will be focussed upon variable 
costs and the variable elements of semi- 
variable costs. 

A technical problem faced in the opera- 
tion of any good standard cost system is 
the matter of analyzing and synthesizing 
costs for useful purposes. Because of its 
emphasis upon variable costs as control- 
lable costs, the proposed plan calls for as 
precise as possible a division of costs into 
fixed and variable. 

The best procedure for the division of 
costs into fixed and variable is that ob- 
tained by engineering research determining 
how costs do and should behave as ac- 
tivity progresses. This would require time 
and motion studies, test runs, and finally 
the correlation of physical standards with 
pecuniary standards. This procedure if 
applied in connection with standardization 
of operations should reduce to a minimum 
the number of semi-variable costs. How- 
ever, even after such studies and even 
after the standardization of operating 
routines, the problem will remain that 
certain costs will not be either constant 
per unit or constant in total amount as 
activity fluctuates. 

This last problem can be solved from an 
accounting point of view, in general, in 
only one of two ways. One is to bring 
the semi-variable, along with the semi- 
fixed costs, into the fixed cost category in 
establishing overhead rates. From the 
point of view of product costing, assuming 
the use of normal standards, nothing 
particularly is lost. If standards are prop- 
erly set, and costs properly controlled, 
acutal and standard costs will over a 
period of time agree approximately. As a 
consequence, the product will be properly 
assessed with costs incurred. 

However, control of costs may suffer 
under this procedure, depending upon the 
number and significance of the semi- 
variable costs. Operating foremen will be 
presented constantly with actual costs 
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which contain both fixed and variable 
elements, costs which are uncontrollable 
and controllable. Rather complex analyses 
will need to be made tosift out the capac- 
ity variances between actual and standard 
semi-variable costs. There results a shift 
in emphasis from a clear-cut picture of 
controllable actual and standard costs to 
a picture burdened with the problem of 
capacity. 

In the proposed plan, in the process of 
establishing standards, analyses are made 
either by the method of least squares, or 
some alternative method, of all accounts 
which engineering studies have shown 
to contain significant elements of fixed 
and variable costs. It should be reiterated 
here that under controlled conditions it is 
expected that the number of such accounts 
will be relatively small. Least squares 
analysis will be made preferably of data 
arrived at from controlled conditions in 
the past. Where data from a controlled 
situation are not available, less accurate 
methods of analysis will need to be made, 
as for example, interpolating between the 
action of costs at one level of output 
as contrasted to another level. Where pos- 
sible least squares analysis would be con- 
ducted annually for each item of cost 
considered to be semi-variable preliminary 
to the setting of current standards. 

As the system goes into operation, actual 
semi-variable costs would be taken to a 
general overhead account supported by 
primary standing orders. Previous least 
squares analysis will have indicated the 
fixed portion of these expenses. In allo- 
cating these expenses to cost center ac- 
counts, a proportionate amount of the 
fixed portion of the semi-variable cost 
applicable to a particular period of time 
will be taken to one subsidiary cost center 
account and the variable portion will be 
taken to another. It is assumed that for 
purposes of interim costing and control 
the variable portion is a residuum over the 
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predetermined fixed portion. 

What is gained by this procedure? In 
the first place, gains are achieved in sery. 
ice cost centers where stress will be placed 
upon activity costs, variable costs and the 
variable portion of semi-variable costs, 
Service cost center fixed costs, it will be 
recalled, are to be allocated in the tradi- 
tional manner to operating cost center 
accounts. Were not such a procedure fol- 
lowed, and semi-variable costs were sig- 
nificant costs, variations in service depart- 
ment expense would become questionable 
indexes of control representing perhaps 
economy on the part of the operating de- 
partments or simply the failure of general 
management to utilize plant facilities. This 
last problem can well be left to be demon- 
strated in capacity variances which will 
arise in the operating cost centers. Further- 
more, the troublesome problem of service 
department costs in themselves, as a total, 
representing both fixed and variable cost 
elements is by-passed. It is assumed that 
for current control purposes sales of service 
by service centers to operating centers is 
measured by service center activity or 
variable cost. 

In the operating departments, there is 
a double gain. There results from the fore- 
going procedure a nice segregation of 
costs into fixed and variable. In so far as 
service center costs are concerned, the 
operating department is charged first with 
a segment of those costs on the basis of the 
readiness of service departments to serve 
the operating departments, i.e., the fixed 
costs. Costs of utilizing the capacity of 
the service centers are assessed on the 
basis of use of that capacity by means 
of a standard cost commonly termed a 
sold-hour rate. For current control pur- 
poses, the operating centers, just as in 
the case of the service cost centers, may 
focus their attention on activity costs, 
that is, costs that are variable, that vary 
with volume. 
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Analysis and procedures suggested in 
the foregoing discussion will do much to 
provide flexibility in the cost records neces- 
sary to special cost studies. Beginning in 
June, 1949, the Committee on Research of 
the National Association of Cost Ac- 
countants has been presenting its findings 
on the variation of costs with volume. Data 
presented in these studies have stressed 
the analysis of costs into variable and 
fixed. Presumably such analyses are to be 
utilized for planning and for alternative 
cost studies involving cost-profit-volume 
relationships. The plan of standard costing 
[have described, its philosophy and meth- 
ods, are fully in accord with the aims of 
these studies. It would provide manage- 
ment rather completely with activity costs. 

In the December, 1949 issue of the 
NACA Bulletin, Fox calls for dynamic 
cost data useful in problems of choice, 
such as: to sell a product at one stage of 
completion or to process it further; prices 
to pay for raw materials which are to be 
processed and sold, the finished product 
resulting therefrom itself having a fluctuat- 
ing market price; choice of alternative 
routings of product through plant; pro- 
posals for additional capacity, etc. In his 
article, Fox lays stress on the necessity for 
information concerning differential costs 
involved in the use of departmental and 
over-all capacity. The proposed plan of 
costing would be of vital aid in the solu- 
tion of these problems, for it would con- 
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tain as fine a breakdown of fixed and 
variable costs as is feasible. Such a divi- 
sion would be of material assistance in 
determining differential costs at any time. 
In summary of this latter half of this 
paper, I believe a plan of standard cost- 
ing built on the order indicated would: 


(1) Permit a clear-cut presentation of variable 
costs to all centers or departments. 

(2) Avoid the necessity of troublesome capac- 
ity variances in service cost centers. 

(3) Give a clear division of costs useful in 
alternative cost studies involving the vari- 
ation of cost with income and volume. 

(4) Allow for the matching of fixed costs of 
service cost centers with product on some 
basis other than the current activity of 
both operating and service cost centers. 


In conclusion, it is apparent from recent 
studies by the American Accounting Asso- 
ciation, the National Association of Cost 
Accountants, and the general professional 
literature, that accountants are becoming 
increasingly aware of the usefulness of 
standard costs for many purposes. The 
utilization of standard costs in the ac- 
counts calls for the increasing refinement 
and standardization techniques and pro- 
cedures. It is my belief that accountants 
will integrate this relatively new tool with 
the established plan of accounts in a man- 
ner so as to afford data not only for pur- 
poses of current cost control, but also for 
purposes of income determination and 
special cost studies. 


COST ACCOUNTING AND PRICING 


POLICIES* 


Cart THOMAS DEVINE 
University of Southern California 


cost accountant’s traditional ap- 

proach has been strongly influenced 
by classical and neo-classical economic the- 
ory. With the possible exception of specific- 
order industries the general prescription 
that management should concentrate on 
those items which yield the largest markup 
is based squarely on the assumption of 
pure competition. Clearly in pure or near 
pure competition with unlimited demand 
for the firm’s products at going prices 
management is well advised to push— 
in a production sense—those items which 
yield the largest markup. The extension 
of this prescription to products to be sold 
in areas of imperfect competition seems to 
be just as clearly unwarranted. Business- 
men and accountants, particularly, have 
often argued that production and distri- 
bution cost accounting gives the key to 
decisions as to which lines, products, ter- 
ritories, etc. should be pushed through 
increased advertising expenditures and 
other sales pressure. The fact that sales 
effort is necessary is an indication that 
the products are differentiated and that 
the demand for each product is not com- 
pletely elastic. Intelligent pricing and 
sales-pressure decisions must give full 
consideration to estimates of demand elas- 
ticities and to the probable reaction of 
demand schedules to changes in (and dif- 
ferent types of) advertising and other sell- 
ing methods.’ 


T= Is abundant evidence that the 


* This paper was presented at the 1949 meeting of the 
Pacific Coast Economic Association. 

1 There is some evidence that accountants, with their 
cost and going-concern value, tend to follow 
a modification of classical economic theory that was in 
vogue prior to 1870, but in the above connection it is 


Cost accountants seem also to follow 
orthodox economics with regard to the 
necessity for long-run recovery of costs 
by firms that remain in business. It is easy 
to misapply the rules for long-run behavior 
to short-run problems, and it is perhaps 
to be expected that businessmen and ac- 
countants would assume that prices in the 
short-run should be high enough to cover 
total unit costs. Such an expectation seems 
justified because orthodox economists of 
the day tended to disregard the short-run 
and to assume that depressions were tem- 
porary and unimportant for over-all policy 
decisions. 

To be sure, during depressions distressed 
firms in their frantic search for solvency 
often found it necessary to use drastic 
pricing measures. If the more stable con- 
cerns followed with similar price reduc- 
tions, the result was cutthroat competition, 
and businessmen rightly or wrongly wished 
to avoid such competitive measures. The 
fear of cutthroat competition and the 
knowledge that successful businessmen 
covered their costs in the long-run no 
doubt worked together to support the 
pricing position taken by most cost ac- 
countants. The advent of the new eco- 
nomics of approximately 1930 left the 
philosophical supports for this pricing 
policy somewhat weakened. 

For approximately two decades econ- 
omists, a few accountants and business- 
men have been sure that the cost account- 


probably more reasonable to assume that originally 
they based their arguments on the doctrine of pure or 
— competition. Yet it is difficult to understand 

ow the profession could follow the assumptions of pure 
competition when its members were so well aware of 
specific-order costing. 
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ant’s intricate compilations are worse 
than useless if not downright nonsense. 
Robinson, Chamberlain,? and their fellow 
economists had with devastating logic 
pointed out the limitations of perfect com- 
petition and along with other observations 
had offered a set of rules for pricing to 
attain maximum profit. An over-simplified 
statement of the fundamental rule fol- 
lows: each producer should produce and 
sell until marginal costs are equal to mar- 
ginal revenues, and for differentiated prod- 
ucts marginal selling costs must be given 
consideration. 

The marginal-cost, marginal-revenue 
formula is of course short-run in nature 
and reflects the general viewpoint taken 
by the economic theorists of the time. 
Thinking economists were not without 
doubts regarding the generality of the rule, 
and certainly Robinson and Chamberlain 
were properly cautious. Even the most 
inflexible were willing to admit the difficulty 
of estimating entire demand schedules, 
marginal cost structures, and the softness 
or hardness of demand schedules in re- 
sponse to various amounts and types of 
selling effort. 

More serious assaults on the founda- 
tions of the simple rule were not long in 
coming. At the very beginning of the trend 
(1930) Evans pointed out the possible 
influences of current prices on demand and 
costs of the future.* It is clear that a 
businessman who maximizes profit for 
each short period, for example a season, 


?Joan Robinson. The Economics of Imperfect Com- 
petition (London: The Macmillan Company, 1933). 
Edward Chamberlain, The Theory of Monopolistic Com- 
petition (Cambridge: Harvard University Press, 1933). 

*G. C. Evans, Mathematical Introduction to Eco- 
nomics, pp. 143 ff. Evans was not interested in deter- 
mining the degree of the temporal relationships. See 
also, R. G. D. Allen. Mathematical Analysis for Eco- 
nomists (New York: The Macmillan Company, 1938), 
pp. 533-536. It is of course possible to use the short- 
run marginal rule with estimates of future repercussions 
included in the current representations of marginal costs 
and revenues. Apparently Fritz Machlup favors this 
approach. “Marginal Analysis and Empirical Re- 
search,” The American Economic Review, September, 
1946, p. 521 ff. 
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may not maximize his profit over the life 
of the enterprise. To the extent that cus- 
tomers speculate wisely when prices are 
low the demand for the product in the 
immediate future may shrink, and it is 
highly probable that a price that leads to 
large profits today will lead to increased 
wages and other costs in the future. Costs 
and demand should be represented by 
surfaces extending along an axis represent- 
ing time. The businessman’s problem is 
then to maximize the volume representing 
profits through time. Most economists 
have been guilty of gross oversimplifica- 
tion. 

Sweezy introduced the kinked demand 
curve that is common to oligopoly.‘ If one 
producer raises his price and competitors 
fail to follow, his demand is certain to be 
highly elastic for prices higher than the 
going level. If a large producer lowers his 
price, others are likely to follow, and 
Sweezy concludes that the schedule is more 
inelastic for prices lower than the existing 
level. The marginal revenue curve is, of 
course, discontinuous, and the intersec- 
tion of marginal cost with marginal rev- 
enue is indeterminate. 

Colberg and others have pointed out the 
complications resulting from joint costs 
and multi-process production.’ A coherent 
generalization of the economics applicable 
to specific-order production has apparently 
not been written. Many economists seem 
to have lost faith in the assumption that 
businessmen invariably try to maximize 
profits. Gordon calls attention to the tre- 
mendous motivating influence—at least on 
the downswing of the cycle—arising from 
fear of insolvency.* On the practical level 


4 Paul Sweezy, “Demand under Conditions of Otigop- 
ry Journal of Political Economy (1939), pp. 
575 


5M. R. Colberg, “Monopoly Prices under Joint 
Costs: Fixed Proportions,” Journal of Political Econ- 
omy, February, 1941, pp. 103-110. See also, R. H. 
Coase, ‘Monopoly Pricing with Interrelated Costs and 
Demands,” Economica, November, 1946, pp. 278-294. 

6 R. A. Gordon, “Short-Period Price Determination,” 
The American Economic Review, June, 1948, pp. 265- 


llow 
the 
osts 
easy 
ivior 
haps 
ac- 
the 
over 
s of 
-run 
em- 
dlicy 
ssed 
ncy 
astic 
con- 
duc- 
tion, 
hed 
The 
the 
men 
no 
the 
ac- 
eco- 
the ——— 
cing 
on- 
ess- 
re or 
stand 
pure 
re of 


386 


Dean and Eiteman have questioned the 
assumption that marginal costs per unit 
vary perceptibly with changes in output.’ 

Economists are examining critically the 
assumptions underlying the marginal ap- 
proach, but the remaining body of mar- 
ginal theory is worthy of the closest study 
by businessmen and cost accountants. In 
many cases the approach may be rejected. 
Ignorance however is not a proper cause for 
rejection. 


COSTS AS PARTIAL DETERMINANTS 
OF PRICE 


It should be emphasized that costs 
are often only one of many determinants 
of price. Clearly in pure competition the 
costs of an individual firm are not a factor 
to be considered in setting prices.’ If a 
stock of goods is already in existence and 
is not to be replaced for the current mar- 
ket, past costs are certainly not price 
determining. In other instances expected 
future costs of replacement are given more 
weight than the actual cost of existing 
stocks. 

It is sometimes assumed that short-run 
prices will not fall below variable costs, 
but there are so many exceptions that this 
generalization is practically worthless. If 
the costs of shutdown and resumption are 
important, it is obviously more profitable 
to price below variable costs for a short 


289. This article is an excellent critical summary of the 
limitations of present thinking in the pricing field. See 
also, Moses Abramovitz, “Monopolistic Selling in a 
Changing Economy,” Quarterly Journal of Economics, 
February, 1938, p. 201 

7 Joel Dean, (especially) Statistical Cost Functions of a 
Hosiery Mill (Chicago: University of Chicago, 1941). 
W. J. Eiteman, “Factors Determining the Location of 
the Least Cost Point,” The American Economic Review, 
December, 1947, pp. 910-918. 

8 Good cost accounting for all or a large number of 
firms does influence prices in an indirect manner. If ac- 
countants fail to record all pertinent costs, the reported 
profits for the industry will be too high and new firms 
will be encouraged to enter the field and existing firms 
will be expanded. The supply therefore increases, and 
the price tends to fall. An overstatement of costs 
throughout an industry in the same manner leads to in- 
creased prices. In either event there is an improper al- 
location of economic resources. 
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period than to stop production. If the 
products are differentiated and identified 
by brand names, businessmen may sell 
far below variable costs in order to keep 
the brand names before the public. Con- 
tract suppliers, even when business is good, 
will sometimes bid a job at less than mar- 
ginal cost with the hope of getting more 
profitable business from the customer at 
a later date. Finally in spite of the fact 
that altruism is not expected in a self- 
interest economy, some managers feel a 
responsibility for worker welfare and will 
continue to operate at prices far below 
variable cost. It seems clear that there is 
no discernible lower limit (except perhaps 
zero) to short-period prices. 

Some economists have assumed that the 
upper limit for short-run prices is de- 
termined by the demand schedules, and 
that in many cases businessmen will 
charge what the traffic will bear. In most 
cases this too turns out to be an oversim- 
plification. High reported profits even in 
the short-run sometimes leads to the entry 
of new firms into the industry and thus 
decreases each concern’s share of the long- 
run demand. Labor organizations are be- 
coming more aware of reported income and 
are encouraged to press their demands for 
wage rate increases by large operating 
profits. 

Reynolds has suggested that a firm’s 
own variable costs are not as important 
as competitor’s costs in bringing about 
price increases. “If the costs of only one 
firm had increased it is unlikely that a 
price increase would follow. The firm raises 
prices when it is able to, and it is able to 
when the costs of other producers have 
risen sufficiently that they will concur ina 
price increase.””® If prices are increased by 


Lloyd G. Reynolds, “Relations between Wage 
Rates, Costs, and Prices,” The American Economic 
Review Supplement, March, 1942, p. 280. It should be 
observed that this argument is useful in justifying the 
inclusion of the cost of normal lost units with the cost 
of good units. If lost units are to be expected through- 
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all members of an industry without an 
increase in cost, there is danger that the 
larger profits will encourage new firms or 
the enlargement of existing plants. 

There is little doubt that businessmen 
have tended to disregard the short-period 
pricing pronouncements of the econo- 
mists."° One explanation for their failure 
to follow these suggestions is that man- 
agers have been ignorant and have not 
understood the terms and logic of the 
marginal doctrine. In some cases ignorance 
is probably a factor, but, inasmuch as 
cost accountants have been preparing dif- 
ferential cost studies and firms on occasion 
have been quoting prices on variable costs 
for many decades, ignorance is probably 
not an important factor." 

Businessmen have been impressed with 
the difficulty of making accurate estimates 
of marginal revenues. The knowledge of 
some is no doubt limited to the fact that 
a firm can price itself out of the market 
and that a price decrease not matched by 
competitors will result in increased volume 
to the firm making the cut. On the other 
hand it is reasonable to assume that most 
managers do experiment with demand 
elasticities in the neighborhood of their 
current prices. Some chains have at- 
tempted to find comparable markets and 
have compared the results of particular 


out the industry, the cost of these units is likely to be 
price determining and the sales possibilities of the un- 
sold units should therefore be higher and support the 
increased cost of such units as a proper inventory value. 

© The committee, appointed by the American Ac- 
counting Association to prepare a statement of cost ac- 
counting concepts (principles), holds—tentatively at 
least—that the cost accountant’s function in pricing is 
to prepare special differential cost studies for particular 
occasions, There is little doubt that the Committee has 
been influenced by the marginal approach to pricing and 
has not been impressed by such legislation as the Robin- 
son-Patman Act. “Cost Accounting Concepts,” the Ac- 
COUNTING REVIEW, January, 1948, p. 41. 

_." For practical purposes variable costs may be con- 
sidered equivalent to marginal costs. The accountant’s 
differential cost is also essentially equivalent except the 
unit used for differential cost studies traditionally has 

en large—usually an entire prospective order. In 
utility accounting incremental cost is sometimes used. 
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price experiments in each. It is the policy 
of many firms to ask their salesmen to 
estimate the increase in sales that might 
reasonably be expected if a price allowance 
of say 10% is made. Such estimates must, 
of course, take into consideration the 
probable reactions of competitors and are 
subject to serious error. The point to be 
emphasized here is that many organiza- 
tions are fully aware of the importance of 
demand and are making attempts to meas- 
ure its price elasticity and its response to 
advertising and sales pressure. 

In the distributive trades it is common to 
base prices on the largest of their vari- 
able costs—merchandise cost. Tarshis has 
made use of Robinson’s relationship be- 
tween optimum price, marginal cost and 
the elasticity of demand and has con- 
cluded that successful firms no doubt 
approach the results of marginal-cost, 
marginal-revenue pricing through trial 
and error in setting markups. These rela- 
tionships should simplify considerably the 
application of marginal techniques to 
pricing by permitting occasional compari- 
sons of markup policies with estimated 
elasticities as determined by sales esti- 
mates for a few alternative prices.” 


PRICING ON THE BASIS OF TOTAL 
UNIT COST 


The cost accountant has developed a 
costing policy which no doubt has been 
influenced by the pricing problems of 


12 Lorie Tarshis, The Elements of Economics (Boston: 
Houghton Mifflin, Company, 1947), pp. 198-199. Joan 
Robinson (Op. cit., p. 36), has pointed out the follow- 
ing relationship: A= Me/(e—1), which may be stated: 
e=A/(A—M), where A equals average revenue or 
price, M equals marginal revenue, and e equals the 
elasticity of demand. Tarshis notes that if the marginal 
cost curve is horizontal and if the elasticity of demand 
is constant, it follows that marginal cost plus a fixed per- 
centage is a reasonable approach to pricing. If the 
elasticity is 3, the appropriate markup is 50%; for an 
elasticity of 2, the most profitable short-run markup is 
100% on cost, etc. In a similar way a markup of 40% 
on sales may be reduced to 663% on cost and is proper 
only if the elasticity is 2}. Observe that Tarshis assumes 
that short-run marginal pricing is a, if not the, proper 
pricing policy. 
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management. The assumptions underlying 
cost distributions are comparatively simple 
and may be quickly reviewed. Specific jobs 
are charged with the costs for which they 
are directly responsible. For practical pur- 
poses variable costs may be assumed 
to be equivalent to responsibility costs.¥ 
Unless the job or order is extremely large 
and requires additional facilities, it is clear 
that the concept of responsibility cost is a 
short-run concept, and it is clear also that 
it is related to the notions of marginal and 
differential cost. 

Any first-rate cost accounting system is 
able to divulge reasonably accurate re- 
sponsibility (marginal) costs. As a matter 
of fact, the accountant is considerably in 
advance of the economist in this regard. 
Marginal costs for diverse products and 
even for specific orders may be approxi- 
mated through the use of bills of materials, 
standard labor estimates, and through 
the use of cost centers and common de- 
nominators of labor-hours, etc., for units 
of factory output. 

The merits of assigning fixed charges to 
products, territories, types of customers, 
etc., are not so clear cut. The cost account- 
ant’s defense is often based on the ethical 
judgment that equity should be preserved 
among customers—that each should bear 
his pro rata share of fixed overhead. It is 
usually assumed that if Job A receives 
twice the amount of benefit from the 
facilities whose costs are fixed, then Job A 
ought to bear twice as much of the fixed 
costs of these facilities. Certainly the 


48 That they may not be equivalent is clear. Deprecia- 
tion for buildings on an activity basis makes the charge 
a variable cost, but only in rare cases can a particular 
job be said to be responsible for building depreciation. 
Observe that responsibility costs are not equivalent to 
direct costs. In general the distinction between direct 
and indirect is unimportant except in a recording sense. 

4 The ethical assumption—the so-called benefit doc- 
trine—should not be confused with the practical prob- 
lem of measuring relative benefits received. The meas- 
urement is usually based on a further assumption: that 
relative necessary factory time is a measure of relative 
benefit. 
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need for preserving equity among cus. 
tomers has been emphasized by various 
federal and state laws—notably the Rob- 
inson-Patman Act. The implied relation- 
ship between costs and prices remained in 
the background until the comparatively 
recent definition of discrimination in terms 
of prices not justified by differences in cost. 

The desirability of assigning fixed costs 
to products, size of order, territories, 
methods of sale, etc., has been questioned 
many times. Do such distributions aid 
in the control of fixed costs? Do they 
determine whether to continue or to aban- 
don a product or territory? Negative an- 
swers seem justified in both instances. Do 
these assignments aid in pricing for profit 
and financial security? Economists in 
general have returned an unfavorable 
verdict, but businessmen have long felt 
that such procedures have proved useful. 

The assignment of fixed factory costs to 
products and the quotation of prices re- 
lated to these costs tend to stabilize prices 
throughout the industry at any given time. 
If businessmen are ‘“‘educated’’ to set prices 
with reference to total unit costs, the cut- 
throat tendencies that are present in an 
economy in which there are numerous 
producers and numerous by-products are 
less likely to develop. Moreover, the as- 
signment of fixed costs to lines and prod- 
ucts tends to stabilize unit costs over the 
business cycle. Businessmen, in their 
search for simple rules to guide them 
through the bewildering complexity of 
relevant pricing factors, have—except in 
the field of distribution—favored the cost 
accountant’s total unit cost with semi- 
flexible markups. The marginal approach 
may or may not lead to greater long-run 
profits. 


5 Jonathan N. Harris, to my knowledge, was one of 
the earliest critics. “What Did We Earn Last Month?” 
National Association of Cost Accountants, Bulletin, 
January 15, 1936. 

16 Tt is not safe to generalize with regard to relative 
stability when marginal pricing is compared with the 
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Although the orthodox arguments (in- 
duding those given above) for fixed cost 
assignments are usually applied to firms 
and industries operating at low levels of 
activity, it is possible to build a defense 
for such distributions during periods of 
high production. 

Suppose as a basis for illustration that a 
firm is operating at full capacity. A file 
of unfilled orders is on hand and salesmen 
are able to write more orders than the 
plant can fill. Management wishes some 
relatively simple rule that would permit 
its salesmen consistently to quote prices 
that will yield close to a maximum return. 
The usual approach that utilizes the con- 
tribution of the selling price over variable 
costs must be modified drastically before 
it can be applied with benefit. To illus- 
trate, Job A may be quoted at a price that 
will yield $300 above the costs for which 
it is responsible and Job B may cover its 
variable costs and contribute $200 toward 
the recovery of fixed charges and the for- 
mation of profit. It does not follow of course 
that A should be accepted for production 
and that B should be rejected. If Job A 
requires twice as many hours of scarce 


total-unit-cost approach. Marginal costs, as a rule, de- 
crease per unit in depression periods, and it is usually 
assumed that pen ee shift downward and to the 
left, Professor Leonard A. Doyle, in an unpublished dis- 
cussion, has suggested that if demand curves during 
depression years become more inelastic in the relevant 
areas of output, pricing on total unit cost may approxi- 
mate the results yielded by application of the marginal 
doctrine. 

It is also not safe to assume that inflexible prices 
tend to accentuate the business cycle. Due to differences 
in the propensity to consume it is probable that flexible 
prices—except for wage rates—might limit the severity 
of the depression. For a highly technical discussion of 
the necessary conditions see, Oscar Lange, Price Flexi- 


bility and Employment (Bloomington: Principia Press, 
1944), 
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factory facilities, it is clear that two B 
jobs contribute $100 more than one A 
and may be produced with no more utili- 
zation of limited factory time. This direct 
approach to the problem of accepting or 
rejecting orders may usually be applied to 
the problem of setting relative prices. For 
each item usually produced time estimates 
may be prepared and prices may be sched- 
uled to yield identical contributions per 
unit of scarce factory time. 

The businessman’s traditional tendency 
to quote prices on the basis of total unit 
costs as compiled by cost accountants is in 
fact an imperfect approximation of the 
method outlined immediately above. The 
distribution of fixed overhead to jobs or 
products is normally on a time basis, and 
the relative total fixed overhead charges to 
jobs do therefore measure more or less 
imperfectly the relative usage of the firm’s 
scarce factor of production. The obvious 
shortcoming of this procedure is that the 
fixed overhead rate is not an accurate 
measure of the contribution to profit made 
by an hour’s use of the factory. Un- 
fortunately, markup is usually based on 
total unit cost so that the fixed burden 
rate plus the markup that is applied to the 
fixed burden is not large enough to ac- 
complish the desired selection of products. 
That part of the markup which is applied 
to direct labor and materials confuses the 
issue and tends. to favor those jobs that 
use less direct costs. To the extent that 
facilities for handling materials and ac- 
commodating labor are limited the usual 
markup procedure based on total unit cost 
may provide a simple rule for pricing 
for high profits at full capacity. 
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CCOUNTING for reserves has received 
A considerable authoritative comment 
in the last few years. The Institute 
has made it the subject of four of the last 
thirteen Accounting Research Bulletins;' 
the American Accounting Association’s 
brief 1948 Revision of “Accounting Con- 
cepts and Standards Underlying Corporate 
Financial Statements’ devotes a full 
paragraph to this subject and comments 
on it in two other places.? These authori- 
tative comments have sought to offer a 
clearer understanding of the nature of the 
reserve accounts and thereby to secure a 
more logical treatment and reporting for 
them. 

The Reserve for Sinking Fund is an out- 
standing example of a reserve account re- 
quiring further discussion in order to make 
its true nature and effect clear. Viewing 
the account under unusual circumstances 
will permit a fresh approach to its prob- 
lems; it is therefore proposed to consider 
first the Reserve for Sinking Fund in the 
records of a governmental utility.* 


RESERVE FOR SINKING FUND FOR A 
GOVERNMENTALLY OWNED UTILITY 


The equitable aim of a governmentally 

1 Accounting Research Bulletin No. 26, “Accounting 
for the Use of Special War Reserves”; No. 28, “‘Ac- 
counting Treatment of General Purpose Contingency 
Reserves”; No. 31, “Inventory Reserves’; No. 34, 
“Recommendation of Committee on Terminology—Use 
of Term ‘Reserve.’ ”’ See also No. 13, “Accounting for 
Special Reserves Arising Out of the War.” 

? Paragraph 14 under Financial Statements is de- 
voted to this topic; paragraphs 2 and 6 of that text 
offer comments on the subject. 

’ More properly, the account will be considered in 
the records of a governmental Utility Fund. In order 
to avoid confusion between the use of the word “fund” 
in its governmental accounting sense of a self-balancing 
group of accounts and its commercial accounting sense 
of a group of assets set aside for a specific purpose, refer- 
ence will not be made to Utility Funds in the text. 


THE RESERVE FOR SINKING FUND— 
A CRITICAL EXAMINATION 


SIDNEY DAVIDSON 
The Johns Hopkins University 


owned utility should be to have its rates 
cover the costs of rendering service to pres. 
ent users of its facilities. Operation at a 
profit with the profits being turned over 
to the municipal authorities for general 
use can only be justified by the assumption 
that the amount of utility service con- 
sumed is a reasonable basis for allocation 
of part of the burden of taxes. Conscious 
setting of utility rates below the full cost 
of rendering service would mean a partial 
abandonment of the pricing mechanism 
as a means of allocating resources in this 
area. In its stead would be the notion 
that utility services, like state university 
education and most public housing, are of 
such peculiar social importance that con- 
sumption of them should, in part at least, 
be subsidized from public funds. 

The problem of equity also extends to 
the charges assessed against successive [ 
generations of users of utility service. To 
build up a large surplus and retain it 
within the utility indicates that present 
rate payers are making it possible for 
future users of the service to pay less than 
the full cost of rendering that service to 
them. Operation at a loss which is not 
made up from the general revenues of the 
governmental unit means, on the other 
hand, that service can only be continued 
by charging future users a price in excess of 
cost. 

If the utility is to secure its aim oi [J 
equity, all of the alternatives outlined 
above must be avoided and the govert- 
mentally owned utility will seek to render 
its services at cost. A measure of safety 
in the utility’s cash position should be 
provided, but after this the guiding princi- f 
ple in the setting of rates should be the 
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dovetailing of charges with costs. The 
Reserve for Sinking Fund account should 
be analyzed in light of this aim. 

Most government utilities are financed 
ina large measure by the issuance of bonds. 
Some utilities use serial bonds, but more 
frequently single maturity bonds with a 
requirement for the accumulation of a 
sinking fund are issued. Some bond inden- 
tures provide that the sinking fund be 
accumulated out of profits. In those 
instances, setting up a Reserve for Sinking 
Fund is probably legally required. The 
National Committee on Municipal Ac- 
counting seemingly recommends the use of 
this reserve in all utility situations where 
a sinking fund is being accumulated.* Use 
of the reserve requires an appropriation of 
surplus each year in the amount of the 
increase in the sinking fund. If the ap- 
pearance in the reports of an unpleasant 
sounding deficit is to be avoided, rates 
must be set high enough to cover all costs 
of operation plus the sinking fund pay- 
ment. 

One of the costs of operation to be recog- 
nized under sound procedure is deprecia- 
tion. Depreciation cost, however, does not 
require a current cash expenditure. If the 
utility just breaks even there will be an 
increase in its free cash in the amount of 
the depreciation charges. At least part of 
the funds required for the sinking fund 
payment would be available from this 
source, if the utility avoided operating at 
a loss. With the establishment of a sinking 
fund reserve and the setting of rates to 
avoid showing a deficit, there will be a 
steady increase in the utility’s cash bal- 
ance, unless the scope of its activities is 
is expanded at the same time. 

An unrealistically simple example may 
serve to illustrate the situation. Let us 
assume the following conditions: 


‘ National Committee on Municipal Accounting, 
Municipal Accounting Statements, Revised Edition, 
Chicago, 1947, pp. 71, 73, and 134. 
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(1) A municipality acquires a sewage 
disposal plant costing $1,000,000 with an 
estimated life of twenty-five years. 

(2) The funds for the purchase are 
secured by the issuance of 3%, twenty- 
five year, sinking fund bonds. 

(3) Cash operating expenses are esti- 
mated to run at the rate of $90,000 per 
year. 

(4) Straight line depreciation is to be 
accrued. 

(5) The community decides to follow 
the recommendation of the National Com- 
mittee on Municipal Accounting and use a 
Reserve for Sinking Fund account. 

(6) Rates are set so that neither sur- 
plus nor deficit will result. 

If possible interest earnings on the sink- 
ing fund balance are ignored and the 
assumed conditions prevail, each year’s 
income statement will appear as follows: 


Applicable Costs: 
Cash Outlay for Current 


Services Consumed........ $90 ,000 

,000 
Interest on Bonds........... 30,000 160,000 


Appropriation of Income to 
Reserve for Sinking Fund.............. 


Balance to Unappropriated Surplus 0 


Rates are 20 per cent above the cost of 
rendering the service and the utility ex- 
periences a $40,000 annual growth in cash 
balance as a result. At the end of ten years, 
for example, the balance sheet would show: 


Assets 
$1,000,000 
Plant Reserve for 
Depreciation........... 400 ,000 600 ,000 
Equities 
Liabilities 
Bonds Payable......... $1,000 ,000 
Municipal Equity 
Reserve for Sinking Fund 400 ,000 
$1,400,000 


| 
| 
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The defense that the reserve is necessary 
to prevent the impairment of the utility’s 
working capital position® is clearly not 
applicable in this admittedly unrealistic 
situation. If more realistic assumptions 
are substituted, the defense of the reserve 
acquires but little added weight. 

Bondholders will normally prefer bonds 
which have a shorter life than the utility’s 
major plant asset. Thus straight line de- 
preciation charges, if earned, would not 
supply sufficient funds to make the re- 
quired payments to a non-interest bearing 
sinking fund. However, sinking fund cash 
is usually invested promptly and earns a 
return. If it is estimated that the fund 
investments will earn 2$ per cent and the 
bonds are to be retired at the end of twenty 
years, the annual sinking fund payment 
would be $38,842, while straight line de- 
preciation charges would be $40,000 per 
annum, assuming a twenty-five year life. 

The assumption of all funds being sup- 
plied by bondholders is likewise not realis- 
tic. Most municipal utilities are founded 
with grants or long-term advances from 
the general fund of the municipality or 
from other governmental units. These 
usually at least cover the utility’s working 
capital needs and thus permit the associa- 
tion of the bond issue with major plant 
assets. If the grants are even larger, the 
burden of sinking fund payments is re- 
duced and the reasoning against the use of 
the reserve account is strengthened. 

The inequity of the reserve for sinking 
fund is most dramatically illustrated if 
there are no piecemeal expenditures of the 
growing cash balance. After the bonds are 
retired and the plant is ready for replace- 
ment, it becomes clear that the first gener- 


5 C. H. Chatters and I. Tenner, Municipal and Gov- 
ernmental Accounting, Second Ed., 1947, p. 185. Similar 
statements are likewise found in many general texts. 
See, for example, H. A. Finney, Principles of Accounting 
—I ntermediate, 3d. ed., 1946, p. 476; A. W. Johnson, 
Elementary Accounting, 1946, p. 613; R. B. Kester, Ad- 
vanced Accounting, 4th. ed., 1946, p. 199. 
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ation of ratepayers have paid for two 
plants; the one they used and the new one 
that can now be purchased with the cash 
balance built up by their payments. Put 
in another way, the rates can usually be 
cut by a substantial amount (around 20 
per cent in our example) once the original 
bond issue is retired, since only the first 
generation of ratepayers is required to 
pay for two plants. 

Since piecemeal improvement or ex- 
pansion of the plant is likely to be proceed- 
ing continuously, it is not likely that the 
envisaged growth in the cash balance re- 
sulting from having rates cover both de- 
preciation charges and sinking fund re- 
serve requirements will come about. As 
free cash becomes available, it may well 
be spent on plant improvements or exten- 
sions. This again will benefit future rate- 
payers rather than those who have made 
the cash contributions. The unfair treat- 
ment accorded the original ratepayers is 
concealed by extensions of facilities. 

It is recognized that there is consider- 
able overlapping between future rate 
payers and the present group. However, 
to the extent that there are changes 
through the years in the quantity of serv- 
ice used by a consumer or as there are 
deletions and additions to the list of rate 
payers, the inequitable results will be felt. 

Governmental utility rates should be 
based on estimated costs and cash budgets. 
The arbitrary addition of a sinking fund 
reserve requirement to operating costs in 
order to avoid showing of a deficit prevents 
an equitable rate policy by the utility. 
If the bond contract specifically requires 
that the sinking fund be accumulated out 
of profits, the use of the reserve is probably 
necessary. Such a contract should be 
viewed as being less desirable than one 
without this restriction. For bond con- 
tracts without specific sinking fund re- 
serve requirements, accounting will con- 
tribute to more equitable governmental 
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utility rate setting by not recommending 
the establishment of a Reserve for Sinking 
Fund account. 


SINKING FUND RESERVES FOR 
PRIVATE FIRMS 


If our attention is shifted from a govern- 
mental utility to firms in the private sector 
of the economy, sinking fund reserve con- 
siderations will be transferred from the 
area of equity to that of wise financial 
policy. The pricing decisions of a private 
firm are unlikely to be affected by the 
presence or absence of sinking funds or 
sinking fund reserves. In general these 
decisions will seek a long run maximization 
of the firm’s profits. The proper price to 
achieve this end may be determined by 
means of classical marginal analysis or 
by some more convenient markup of 
direct or total costs or by some mystic 
rule of thumb reckoning. Whatever the 
basis of the pricing decision, it is unlikely 
that sinking fund requirements, since they 
do not give rise to an expense, play a part 
init. A possible exception may exist in the 
case of firms hard pressed to secure funds 
to meet sinking fund payments. They may 
discount future considerations more heavi- 
ly if confronted by this current problem 
and arrive at a different price than they 
would in the absence of sinking fund de- 
mands. Such price setting is, by definition, 
undesirable for the economy as a whole. 
Instances of this sort are likely to be com- 
paratively rare however and bond retire- 
ment arrangements should normally be 
considered in terms of their effect on cor- 
porate financial policy rather than on 
product pricing. 

In private firm finance as well as that for 
governmental utilities, new bond issuances, 
as opposed to refundings, are customarily 
associated with acquisitions of large seg- 
ments of physical plant. In a nonutility 
situation, the purchase is likely to be made 
up of a number of separate assets rather 
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than the single large generating plant orsew- 
age disposal plant that usually characterizes 
governmental utility acquisitions financed 
from bond proceeds. This diversity of as- 
sets acquired makes the association of 
bond life and plant life less close, but it is 
likely that many, if not most, sinking 
funds of industrials are designed to accu- 
mulate the means for bond repayment 
before the major assets acquired with 
funds from the bond issue are fully de- 
preciated. 

Use of a sinking fund reserve insures that 
before dividends are paid to stockholders 
the cost of plant acquired with bond issue 
proceeds must be charged off twice—once 
through operations as a depreciation 
charge and again as a surplus reservation. 
The stockholder in this situation can not, 
however, raise the same cry of inequity 
that is or should be heard from the govern- 
mental utility rate payer under similar 
circumstances. Although the stockholder’s 
dividends have been limited, he now owns, 
at least indirectly, a share in a larger 
total of assets. 

Although the creation of a reserve under 
these circumstances is not inequitable to 
stockholders, it severely limits the flexi- 
bility of managerial financial policy in 
regard to dividends. At a time when the 
issuance of equity securities is difficult and 
there is some indication that many securi- 
ties are selling on the market on a “times 
dividends” basis, the introduction of re- 
straints on dividend policy may be espe- 
cially troublesome. The success of business 
management depends in a large measure 
upon its ability to roll with the punches in 
today’s topsy-turvy world. To do this 
effectively, it must be as unfettered as 
possible in its actions. 

If the creation of a sinking fund is 
desired or required,’ a working capital 

6 Although they are not the subject of this article, 
the undesirable effects of sinking funds proper should 


also be recognized. By the use of the fund, an increasing 
portion of the firm’s resources are tied up in the assets 
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problem may arise unless a surplus restric- 
tion accompanies the fund. However, here 
again it is true that if the firm avoids 
operation at a loss there will be an increase 
in its disposable funds in the amount of 
depreciation charges. If bond life is re- 
lated reasonably closely to the life of the 
major assets acquired, annual straight 
line depreciation charges should approxi- 
mate the amount of required yearly con- 
tributions to an earning sinking fund. In 
many cases then, working capital needs will 
not require the use of a reserve to accom- 
pany a sinking fund. 

Avoidance of the use of a Reserve for 
Sinking Fund offers the incidental benefit 
of making unnecessary one of the most 
paradoxical of accounting entries. When 
the bonds mature, they are retired with 
the use of the sinking fund assets. The 
sinking fund balance is thus reduced to 
zero. This utilization of the sinking fund 


of the sinking fund which usually have an extremely low 
earning power. Even more important is the fact that 
the freedom of management to take advantage of 
profitable opportunities may be hampered by concern 
over the need for meeting the periodic fixed payment. 
Bondholders usually view sinking funds as giving them 
added protection; there is a very real question whether 
limiting the financial flexibility of management is the 
way for bondholders to secure true protection. 
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is normally viewed as the occasion for 
reversing the surplus appropriations with 
regard to the sinking fund reserve. The 
following entry results: 
XXX 
XXX 
A substantial jump in ‘‘free’’ surplus thus 
results at the instant that the firm’s assets 
have been disbursed in the same amount.’ 
In the private area of the economy the 
undesirability of the use of sinking fund 
reserves may not be as conspicuous as it is 
for governmental utilities, but it is no 
less important. As restrictions on man- 
agerial discretion in order to promote the 
social interest grow, it becomes even more 
important to free management from re- 
straints introduced by the investors in 
the firm. Accounting can contribute in a 
small measure to this end by recommend- 
ing against the use of sinking fund reserves. 


Reserve for Sinking Fund 
Earned Surplus 


7 The peculiarity of this entry is even greater if the 
reserve is not funded. In the fund case, the assets given 
out were usually restricted as to their use. In the case 
of unfunded reserves, the assets disbursed were avail- 
able for any use management deemed wise, including 
the payment of dividends. It may well be that in some 
cases dividends will become feasible legally only by be- 
coming impossible fiscally. 
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INTERNSHIP TRAINING PROGRAMS* 


Davip W. THOMPSON 
Indiana University 


not a recent development. Several 

schools have had such programs in 
successful operation since the middle 
thirties. Cooperative training programs 
with industrial organizations, although not 
on as broad a scale, have been in existence 
for many years. 

Since the last war, greatly increased in- 
terest has been evinced in this type of 
training by both business and schools. The 
committee on education of the American 
Institute of Accountants has indicated its 
belief that the most important means of 
improving the effectiveness of the academic 
training of accounting students is to pro- 
mote the increased use of the internship 
plan.' The committee reports that the 
results of a recent survey they made 
indicate to them that substantially all of 
the collegiate schools of business are very 
favorably impressed with the internship 
plan as it applies to public accounting. 

Little new can be added to what already 
has been written and said on internship 
training programs. The only justification 
for reviewing this subject is that perhaps 
the full potentialities of internship training 
have not been realized. Perhaps a study of 
the establishment and administration of 
such programs will lead to a more effective 
use of this training device. 

In the past, internship training programs 
have been found much oftener in public 
accounting than in industrial accounting. 
This is due to the fact that such training 
programs were easier to establish in public 
accounting. In many cases, public account- 


[ure TRAINING in accounting is 


__* This paper was presented at the annual meeting of 
The American Accounting Association, at Ann Arbor, 
in September, 1949. 

? John W. McEachren, “Vigorous Educational Pro- 
gtam Is Necessary for Continued Professional Growth,” 
The Journal of Accountancy, February, 1949. 


ing firms took the initiative in arranging 
internships as they were desirous of ob- 
taining interns as part-time help during 
their peak season. More recently, since 
industrial organizations have expanded 
their practice of recruiting and training 
college graduates for accounting positions, 
internship training programs in industrial 
accounting have become more common. 


ADVANTAGES OF INTERNSHIP TRAINING 
From the Viewpoint of the Student 


1. One objective of internship programs is to 
help the student bridge the gap between aca- 
demic theory and practical application. Here 
the trainee obtains valuable practical experi- 
ence through actual accounting work in real 
situations. It is extremely difficult to teach 
auditing to a student who has not worked with 
accounting records, or to teach cost accounting 
to a person who has not been inside a factory. 
On-the-job experience supplies this background 
that is so necessary to properly understand 
accounting work. It is doubtful if this back- 
ground can be obtained other than through 
actual experience. 

2. The student obtains a knowledge of the organi- 
zational structure and operations of a public 
accounting office or industrial accounting 
department. He observes the conditions of 
employment and the opportunities that are 
available, both present and future. With this 
knowledge, he can better decide if he wishes 
to enter the accounting field, and, if so, in 
what type of work. 

3. The student should be able to make a wiser 
selection of courses upon his return to the 
campus. For example, after an internship in 
industrial accounting, several of our students 
recognized their need to be able to read blue 
prints and to have some acquaintance with 
time and motion study. The student also is 
able to assimilate more from the course work he 
takes after his return because of his background 
of experience. 

4. The student returns with an awareness of the 
importance of proficiency in non-accounting 
skills: ability to write reports, memos and let- 
ters, ability to speak effectively, the art of 
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preparing charts and exhibits, the importance 
of making a good personal appearance, and 
the need for good manners. 

5. A last advantage that naturally accrues to the 
student is that he has made a job contact 
provided that the employer was favorably 
impressed with his performance and potentiali- 
ties. 


From the Viewpoint of the Employer 


Many employers view an internship 
program as a situation where they obtain 
part-time help to assist them in a busy 
season or during periods when regular 
employees are on vactaion. They consider 
their part of the program merely to give 
the trainee a place to work and to pay 
him the usual rate for work of the type 
performed. The trainee learns only what he 
is able to observe. Firms of this nature 
should be avoided for internships. An 
internship program will place extra respon- 
sibilities and work on the employer but 
there are advantages to him that more than 
compensate for this additional trouble. 


1, In the case of the public accountant, interns 
provide a source of temporary employees dur- 
ing the peak season when qualified temporary 
help is difficult to obtain. For many public 
accounting firms interns substantially relieve 
this situation. In industrial organizations, 
interns have been helpful in solving the vaca- 
tion relief problem. 

2. If properly administered, an internship pro- 
gram should substantially relieve the problem 
of recruiting new employees. The employer is 
able to observe the intern at work during the 
training period and makes permanent job 
offers only to trainees who have demonstrated 
their worth and indicated their potentialities. 
Since these trainees are also familiar with the 
firm, the possiblity of poor choices on either 
side is lessened materially. 

3. Placing some of the responsibility of training 
and supervising the interns on senior account- 
ants and supervisory employees forces these 
people to review their duties and organize their 
work in order adequately to instruct the 
interns. Often this review leads to improve- 
ments in procedures and systems and serves 
as a refresher course for the supervisors. 

4. The employer by working closely with the 
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college faculty in establishing the training 
program obtains assistance in designing train- 
ing material and methods. This material js 
useful to the employer for training programs of 
his permanent staff. 


From the Viewpoint of the School 


1. Internship training programs are a proving 
ground for a school’s product, providing a 
laboratory for testing the performance of its 
students on the job. This close contact with 
the business organizations that employ a 
school’s graduates is a continuing source of 
valuable criticism on the training that the 
students have received at the school. From 
these suggestions the university is able to 
constantly improve its course offerings, both 
as to content and coverage. In many cases, 
shortcomings of the graduate may not be sub- 
ject to correction by academic training, but may 
be the result of poor manners, bad judgment 
and lack of social knowledge. Once these 
deficiencies are brought to the attention of 
the school through close association with these 
training programs, means of assisting students 
can be initiated. 

2. Because of the high qualifications established 
as prerequisite to being approved for intern- 
ship training, attention of the student is 
brought to the importance of high academic 
standing and other desirable attainments. 

3. Internship training programs greatly assist 
the school in the successful placement of its 
graduates. 


Internship programs have no real dis- 
advantages. The criticism most commonly 
presented is that the time spent off the 
campus interferes with the regular course 
work of the student. This presents no 
problem to the school which operates on 
the quarter basis as the student merely 
leaves for a complete quarter. The winter 
quarter synchronizes with the peak season 
in public accounting and any quarter 
affords adequate time for programs in 
industrial accounting. 

Internship programs during the winter 
pose a slight problem to schools which 
operate on the semester basis. One solution 
would be for the intern to stay on intern- 
ship for the complete semester. Industrial 
firms can arrange internship periods for 
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Internship Training Programs 


this length of time. Some public accounting 
firms whose clients have fiscal year closings 
falling in the early fall or late spring can 
adopt such programs. The academic work 
missed by the student during the semester 
spent off-campus can be made up by his 
attending one or more summer sessions so 
that his graduation will not be delayed. 

However, most public accounting offices 
do not have adequate work to be per- 
formed by inexperienced people to keep 
their permanent junior staff members busy 
during the last quarter of the year. It is 
unreasonable to expect these firms to send 
interns on jobs while allowing their perma- 
nent junior members to remain in the staff 
room. Even if the firmis willing to stand the 
financial loss, no school would be justified 
in participating in an internship program 
where the trainee spends an appreciable 
part of his time in the office awaiting as- 
signment. 

A more sensible solution would be for 
the school to adjust its academic work. 
For example, we operate on the semester 
basis at Indiana University, and have had 
an internship program as a regular part of 
our curriculum since 1937. We are very 
well satisfied with the results. 

Our program operates on this basis. To 
begin with, we limit participation to stu- 
dents with superior academic records. We 
interpret this as meaning a B average as a 
minimum. These students are able to 
pursue a course of study with a limited 
amount of supervision. Interns are selected 
at least one semester before the internship 
is to begin. At the time the student is 
approved for internship training, his 
course of study is planned to enable him 
to meet graduation requirements by the 
desired time and to provide for light 
academic loads during the year he will 
spend away from the campus. If necessary, 
the student may attend a summer session. 
The intern completes the courses taken 
during the fall semester by the second week 
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in December, obtaining assignments in 
advance and working ahead independently. 
Special final examinations are given. This 
requires the cooperation of the faculty 
members involved in making these arrange- 
ments, but we have encountered no diffi- 
culty even with staff members outside the 
School of Business. 

The student is enrolled in absentia for 
the courses he has selected for the second 
semester. The student is required to com- 
plete registration with the registrar before 
leaving the campus on internship. At this 
time he also leaves a check to cover his 
tuition payments. The second semester 
academic load is limited to 12 hours of 
work, 3 of which is credit given for intern- 
ship. The student normally returns to the 
campus during the second week in March, 
missing about four weeks of school during 
the second semester. 

Most of the shortcomings and difficulties 
associated with internship training pro- 
grams are the faults of the administration 
of the programs rather than the program 
itself. Attention to the following matters 
will make internship programs much more 
effective. 


Selection of Interns 


The success of an internship program 
depends to a very great extent on the atti- 
tude, character, and ability of the trainee. 
In most cases, selection of interns has been 
left with the employer with some limited 
advice from the school. If the employer 
will hire the trainee, the school will allow 
the student to participate. In the case of 
public accounting firms where there is the 
problem of obtaining manpower during the 
busy season, as long as the intern is as good 
as temporary employees available else- 
where (and this offers little competition) 
the intern will receive an offer. This type 
of selection has unsatisfactory results for 
all concerned. Some public accounting 
firms exercise the same care in selecting 
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interns as they do in obtaining regular 
staff recruits, but these firms are in a 
minority. 

Schools should assume the responsibility 
for preliminary screening. Only students 
who are qualified and who will benefit from 
internship training should be permitted 
to participate in such programs. A search- 
ing reveiw should be made to ascertain 
that the applicant possesses the proper 
mental ability, academic background, 
maturity, personality, and vocational in- 
terest not only to do well on the job, but 
to benefit from the opportunity. 


Establishment of a Training Program 


Internship programs must be very care- 
fully designed and planned. Unless this is 
done, the student receives mere work ex- 
perience, and this experience as such should 
not be dignified as a part of a college’s 
offerings. The work assigned to the trainee 
must be of value in assisting him to learn. 
It must also be of value to the employer to 
justify the expenditure of salary to have 
the work performed. These two aims must 
be kept in mind always. 

The employer and the school should 
work together to establish the internship 
program, which embodies three parts. 

1. Training Objective. The purpose of the training 
should be decided in advance. List in detail 
the things the intern should learn during the 
internship. 

. Program. Schedule the actual work experience 
or clerical jobs the intern should perform in 
order to attain the training objective. 

. Supervision. The employer and the school 
should jointly supervise the program to see 
that the schedule established is being followed 
and that the student is being trained in the 
areas chosen. Many internship programs are 
not effective because of the lack of supervision. 


Indiana University grants academic 
credit for internship training. To earn this 
credit, the student is expected to perform 
the physical work assigned to him by the 
employer and to complete readings, re- 
search papers and examinations which are 
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administered and graded by the university, 

It is thought that no one can understand 

very much about the accounting work of 

a business unless he thoroughly under. 

stands the organization of that business 

and the problems faced by its management. 

The readings and research assignments are 

designed to give the student information 

along this line. 

Another reason for the academic credit 
is to enable the university to maintain 
discipline over the students while they are 
away from the campus. It is explained to 
the interns that unsatisfactory conduct 
on their part will result in a failing grade 
in the course. It has been our experience, 
with interns receiving credit and not 
receiving credit, that greater cooperation 
from the trainee is obtained under the 
credit plan. 

4. Follow-through. After the internship program 
has been completed, tests should be made to 
evaluate the results to see how closely the 
established objectives were attained. By means 
of this testing, improvements can be made 
in future programs. 


Miscellaneous Items 


Length of Internship Period. The intern- 
ship period should be long enough to en- 
able the student to learn. Some programs 
are of such short duration that little 
benefit may be expected to accrue to the 
student. It is questionable whether an 
internship of less than twelve weeks’ dura- 
tion is of practical value. 

Pay of Interns. If possible, uniform rates 
of pay for internship training should be 
established between the school and all 
employers. This will eliminate competitive 
bidding for interns and will tend to place 
the intern where he will learn the most. 
It has been suggested that interns be paid 
a rate below that of junior accountants or 
below the rate usually paid for the type 
of work performed by the intern. This 
would serve three purposes: (1) It would 
attract students who are interested pri- 
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marily in learning, and it would tend to 
discourage students seeking only mone- 
tary advantage, (2) because of the lower 
pay the employer could justify devoting 
time to on-the-job training of the intern, 
and (3) in case the intern is hired back as 
a permanent employee, it would enable the 
employer to recognize the change in status 
with a wage increase. Where the intern is 
paid the same rate as the beginning perma- 
nent people, he would return at the same 
rate he earned as an intern. This has a 
definite psychological disadvantage. 


INDUSTRIAL INTERNSHIPS 


As previously mentioned, internship 
training programs are more common in 
public accounting than in industrial work. 
In fact, few programs exist in the industrial 
field. Industrial firms have several ad- 
vantages in this type of training and they 
deserve increased attention from educa- 
tors. 


1. Training programs can be developed in indus- 
trial accounting any time through the year and 
not merely during a peak season. In fact, if 
any time would be preferable to industrial 
organizations, it would be summer when off- 
campus work would not conflict with regular 
college classes. 

. Because of the absence of a busy season, the 
intern works in a more normal atmosphere. 
As the employer is not feverishly working to 
meet a deadline, more time and effort can be 
devoted to scientific training. 

3. The majority of accounting graduates will 
work in some phase of industrial or commercial 
accounting. Training in these fields is of more 
value to such graduates. 

. The problem of supervision is simpler. The 
nature of the work is not confidential and the 
intern stays in one location. The school can 
participate in planning and administering 
these programs to a much greater extent. 


ote 


ILLUSTRATIVE PROGRAM” 


A brief description of one internship 


* For a complete description of this program, see “A 
Report on an Industrial Accounting Internship Proj- 
ect” by David W. Thompson, V.A4.C.A. Bulletin, De- 
cember, 1949, 
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program will illustrate these points. This 
program was administered in cooperation 
with the Delco-Remy Division of General 
Motors Corporation in Anderson, In- 
diana. This firm has approximately 13,000 
employees. It manufactures all types of 
electrical automotive equipment: genera- 
tors, ignitions, condensers, horns, starting 
equipment, batteries, etc.—some 4,000 
models and 40,000 different parts. 

The purpose of this program is to 
acquaint the intern with the organiza- 
tional work necessary in labor accounting 
where a tremendous volume of transac- 
tions occurs in a complex business of this 
size. 

The approach suggested in the fore- 
going section entitled ‘Establishment of a 
Training Program,” was followed: 


1. Training objectives established (see 
Exhibit I). 

2. Clerical work assignments were scheduled in 
detail. Exhibit I consists of 8 pages of clerical 
work assignments for the interns. Because of 
space limitations a small sample is illustrated 
here. 

3. Supervision was attained by requiring the 
Supervisors to whom the interns were assigned 
to record on the work assignment sheet the 
progress of the intern on each specific assign- 
ment. 


When the intern had full knowledge of 
each assignment he was advanced to the 
next job. 

Weekly meetings were held with the 
intern to discuss his progress. At these 
meetings oral and written quizzes were 
given to verify observations of progress. 

At the end of the training period a final 
examination was administered. This exami- 
nation consumed four hours. It is interest- 
ing to note that all the interns who par- 
ticipated in this program received grades 
in the middle 90’s on this examination, 
which was considered difficult by the 
management. 
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coming familiar with the organization of 
Delco-Remy and the problems faced by 
its management, three reports were as- 
signed in addition to the work experience 
outlined. 


Report No. 1. 
showing: 


Make a drawing of your plant 


a. Location of departments. 

b. Name of each department. 

c. Type and number of machines. 

d. Flow of the product throught the plants. 


Report No. 2. Knowledge of the products: 


a. What unit or units does the plant produce? 

b. What are the characteristics of the unit with 
respect to size, shape, weight and opera- 
tion? 

c. How is the product ultimately used in its 
final operation on an automobile, tractor, 
airplane or boat? 

d. What parts and sub-assemblies go to make 
up the unit? 

e. What are the approximate quantities of 
basic materials such as copper, steel, alumi- 
num, etc., necessary in the production of the 
unit? 

f. How many hours are required to make a 
complete unit? 

g. What is the ratio of punch press labor to 
assembly labor in a unit? 


Report No. 3. Activities of the accounting de- 
partment: 


a. The purpose of the accounting function. 
b. Organization and functions of the depart- 
ment. 
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(See next page for Exhibit 1) 


c. Breakdown of the department into sections 
with the full explanation of respective duties, 
This was to be supported by a chart of the 
department showing supervisory personne 
and line flow of authority. 

d. Discussion covering the inter-departmenta] 
relationship that must exist for effective 
and efficient performance of the accounting 
function, 


SUMMARY 


In summary the following points can 
be stated: 

(1) Internship training programs have 
definite advantages to the student, to 
the cooperating business organization, and 
to the school. 

(2) There are no real disadvantages con- 
nected with internship training. Most of 
the difficulties encountered are the result 
of (a) poor selection of participants, (b) 
inadequate planning on the part of the 
school and the cooperating business, and 
(c) insufficient supervision and _follow- 
through. 

(3) Internship training programs will 
require more work from the student, the 
representative of the cooperating business, 
and the university faculty. The results 
are well worth the added trouble. 

(4) Industrial internships have great 
merit and should receive increased at- 
tention from educators and industry. 
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Ctions Exursit I 
luties, INTERNSHIP TRAINING PROGRAM 
of the Training Objective 
sonnel To understand thoroughly the sequential procedures used in; 
(1) Calculating the hourly wee 
nental (2) Distributing the payroll to the proper inventory or overhead account 
lectin (3) Evaluating the productive labor in terms of unit product cost 
re 
unting Accounting Procedures Involved in Reaching the Training Objective 
A. Calculate the hourly payroll, which involves: 

(1) Timekeeping and use of efficiency book control 

(2) Rate file 

(3) Social Security records 
5 can (4) Deductions—O.S.A.I., Withholding, Blue Cross, etc. 

(5) Preparation of the hourly payroll 

(6) Preparation of the payroll earnings register 
have (7) Preparation of the payroll check register journal 
t. t B. Distribute the payroll, involving: 

» 0 (1) Use of time tickets and efficiency book control 

1, and (2) Development of hourly rate and the forms used 

(3) Preparation of the journal 

C. Correlation of labor hours and pieces produced: 
COn- (1) Routings 
st. of (2) Move orders 
Ns (3) Production Record and Group Credit Report 
result (4) Efficiency book control 
; (b) (5) Efficiency reports 
f . D. Development of standard unit labor cost 
the 
and Clerical Work Assignments for Internees 
sllow- Code 1 Code 2 Code 3 
Introduction of each Partially trained, needs Full knowledge, able to 
new detail of the work further training to be handle unassisted 

will assignment dependable 


I. Calculation of Liability 
t, the A. Timekeeping and Use of Efficiency Book Control (Shop Accounting Department) 
iness a. Time clocks 
ne 1. Location in the plant 
sults 2. Sequence of ring 
3. Mechanical application 
b. Clock card 
. Origin 
. Addressograph operation 
. Group coding 
. Placing in clock racks 
Count 
5a. By department 
5b. By group 
5c. By shift 
5d. By standard clock card hours 
6. Check 
6a. Daily operation 
6b. Pull “exceptions” only 
7. Mark time (on exception clock cards only) 
8. Convert hours and minutes to hours and handredths of hours and post to efficiency books—both group 
and recap sheets 
9. Return exception clock cards to clock card racks 
B. Maintenance of Rate and Employee History. (Payroll Department) 
a. Receipt of records of employee activity from Personnel Department—Processing 
1. Authorization to place employee on payroll 
la. At a specified rate 
1b. In a designated department 
1c. On a specified shift 
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THE RELATIVE PROFITABILITY OF 


LARGE, MEDIUM-SIZED AND 
SMALL BUSINESS 


RICHARDS C. OSBORN 
University of Illinois 


inefficient, and there is no reason 

why these large units should not 
be broken up. The result will be greater 
efficiency for all business and profits will 
be increased.” 

The philosophy expressed in this state- 
ment appears to characterize the attitude 
of the Federal Trade Commission, it per- 
meates various other agencies of the Fed- 
eral government, and is prevalent in cer- 
tain academic circles. 

This article proposes to investigate, re- 
view, and analyze the data which have 
been compiled on the subject of profitabili- 
ty in relation to size to determine the 
foundation on which the statement has 
been based, and to comment on the valid- 
ity of the assertion as it relates to the 
relative profitableness of corporations of 
different size." Such an analysis must 
necessarily be limited to the objective 
material available and will not enter into 
the broader discussion of the social and 
economic evils usually associated with, 
and often attributed to, monopoly or 
big business. No attempt will be made to 
evaluate the proposition that large-scale 
business necessarily results in a power 
position which is so antisocial that a re- 
duction in size would be warranted, re- 


1 The subject of efficiency, as measured by cost, has 
been covered in a previous article by the writer. Since 
various authors have used rate of return on investment 
as though it were a valid measure of efficiency, the dis- 
tinction is pertinent. Many factors other than efficiency 
will enter into a determination of profits, such profits 
representing a residual difference between sales and 
costs. See also Richards C. Osborne, “Effects of Cor- 
porate Size on Efficiency and Profitability,” Bulletin 
No. 72, Bureau of Economics and Business Research, 
University of Illinois. 
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gardless of the possible outcome for efficien- 
cy and profitability.2 Such matters can 
be settled satisfactorily only after long 
investigation and will involve complex 
analyses of broad social policy. 

In order to give the question of profita- 
bility in relation to size a proper perspec- 
tive it is wise to consider briefly the his- 
torical development of large-scale in- 
dustry. Although small-scale business and 
a few larger firms were active prior to the 
Civil War, the great development of mass 
production and the rise of giant corpora- 
tions stem from the period after 1860. 
With the impetus of new techniques and a 
mass market the advantages of production 
on an ever-expanding scale became evi- 
dent; and the size of individual corporate 
enterprises increased rapidly, both through 
internal growth and by external combi- 
nation. Economists extolled the advan- 
tages of large-scale production and pointed 
out the ways in which economies could 
arise when business was conducted on a 
huge scale. Savings could be made in 
purchasing, production, selling and ad- 
ministrative costs, while competition was 
assumed to be sufficient to assure that 
these reduced costs would be accompanied 
by lower selling prices for manufactured 
goods. It was not apparent at first that an 
increase in the size of the business unit 
would almost inevitably lead to a combina- 
tion of such units into an organization 
which would lessen competition. A philos- 


2 


* A forceful presentation of the view that business 
enterprises should be limited in size is found in Fred I. 
Raymond, The Limitist (New York: W. W. Morton & 
Company, Inc., 1947). 
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ophy of bigness, with commensurate bene- 
ft to all, seemed to be prevalent. 

As it became evident that combinations 
were not expressing a public spirit, pro- 
tection was sought through the passage 
of anti-trust legislation. Little question 
was raised, however, concerning either the 
efficiency or the profitability of the trusts. 
Only the social consequences were em- 
phasized as major reasons for limiting size; 
the courts, for example, were not primarily 
concerned with the economic waste which 
might result from combinations which 
were uneconomic in character. 

An exception to this social criticism is 
found in a study on reorganizations by 
Dewing,® which described the ease with 
which unsuccessful combinations could be 
promoted when profits of promotion and 
hopes for monopolistic exploitation outran 
economic justification. 

Prior to the first World War, however, 
there were no extensive studies on either 
the efficiency of or the profitability of 
business in relation to the size of the busi- 
ness unit. Even if comparisons had been 
desired the data available were clearly 
inadequate for the purpose. Nor is it 
surprising that little interest was expressed 
in the waste arising from consolidation 
at a time when historically increasing 
returns were so evident in industry. 


ANALYSIS OF PROFITS BEFORE AND 
AFTER CONSOLIDATION 

The first attempt to analyze profitability 
or efficiency in relation to size was under- 
taken by Dewing, in an effort to measure 
the degree of success or failure of a group 
of combinations formed at the turn of the 
century. His study was limited in scope 
to certain types of mergers, since it in- 
cluded only thirty-five companies, in- 
corporated in or about 1900, all of which 


* Arthur Stone Dewing, Corporate Promotions and 
Keargoniaations (Cambridge: Harvard University Press, 
14). 
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represented combinations of not less than 
“five separate, independent and competing 
plants.’’ It therefore included only hori- 
zontal combinations of hitherto compet- 
ing firms and “eliminated from considera- 
tion large businesses arising from internal 
growth, with now and then a sporadic ad- 
dition from the outside, and those busi- 
nesses arising from the union of only two 
or three relatively large units.’ 

Dewing assumed that, to be considered 
successful, an industrial combination 
should yield a larger net profit than the 
sum of the net profits of the component 
elements that entered into that combina- 
tion; that it should yield a net profit at 
least equal to the expectation of the pro- 
moters; and that the net earnings should 
increase greatly over those of the first 
year. 

The promoters of these mergers had 
expected earnings to increase an average 
of 50% after consolidation, whereas in fact 
they declined 18% the first year. Although 
average profits for the first ten years after 
consolidation were higher than for the 
first year they were less than the dollar 
earnings before consolidation, even with- 
out considering the capital additions dur- 
ing the period. Earnings ten years after 
consolidation were less than those for the 
first year following the process; this de- 
crease applied to 22 out of the 35 consoli- 
dations. 

Although Dewing’s study has been 
quoted frequently, and his evidence gener- 
ally accepted as somewhat conclusive, 
further analysis and a different interpreta- 
tion are possible. Profits in business tend 
to fluctuate widely among different years 
and the data on prior earnings utilized 
in his study were based on only the one 
year prior to consolidation for 26 out of 
the 35 consolidations. Some question may 


4 Arthur Stone Dewing, “A Statistical Test of the 
Success of Consolidations.” Quarterly Journal of Eco- 
nomics, 36; 86, 87; November, 1921. 
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be raised also concerning the validity of 
the figures since, according to the author’s 
own statement, “Owing to the meager 
data ordinarily furnished by the differ- 
ent corporations, especially those obvious- 
ly unsuccessful, results were obtainable 
only by using a large amount of guessing. 
The statements of previous earnings, were, 
almost invariably, taken from the pub- 
lished reports of accountants, chosen in 
the majority of cases by the bankers who 
underwrote the original security issues at 
the time of promotion.” 

Analysis of the circumstances surround- 
ing the establishment of the United States 
Steel Corporation in 1901, to use but one 
example, will cast doubt on Dewing’s as- 
sertion that it did not fulfill the require- 
ments of a successful consolidation. Earn- 
ings of the companies entering into the 
U. S. Steel Corporation were $108 million 
for the year preceding the consolidation,® 
but the promoters anticipated future earn- 
ings from the combination to equal only 
$100 million. Earnings for the first year 
of U.S. Steel (adjusted to a twelve-month 
basis from statements for nine months) 
were shown by Dewing to total $984 mil- 
lion and were $107.8 million for the tenth 
year, although the average for the ten 
years was only $92.9 million. The Com- 
missioner of Corporations reported, how- 
ever, that, according to the company’s own 
annual reports, net earnings actually av- 
eraged $100 million a year for the first ten 
years.’ 

After various adjustments by the 
Bureau of Corporations, the earnings of 
the corporation averaged $110,000,000 be- 

5 Ibid., p. 88. 


* Horace L. Wilgus, A Study of the United States Steel 
Corporation (Chicago: Callaghan & Company, 1901), 
p. 110. 


™ Report of the Commissioner of Corporations on the 
Steel Indusiry, Part 1 (Washington: Government Print- 
ing Office, 1911), p. 53. The data show that the United 
States Steel Corporation earned $980,000,000 for nine 
years and nine months. Increasing 1901 to a full year 
on a pro rata profit basis results in an estimated profit 
of slightly over $1,000,000,000 for ten years. 
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fore deduction of bond and other interest. 
Based upon these calculations, the return 
on tangible net worth averaged 12 per cent 
for the period. This average would have 
been even higher had it not been for ad. 
verse business conditions which resulted 
in low earnings for the three years 1903, 
1904, and 1908. 

A further point is significant. The period 
just prior to the establishment of the U. §, 
Steel Corporation was one of unusually 
great prosperity in the steel industry. The 
profits of the Carnegie Steel Company, for 
instance, increased from $6,000,000 in 
1896 to $21,000,000 in 1899, and almost 
doubled to $40,000,000 in 1900. While 
other steel companies did not show such 
a phenomenal rise as did Carnegie, it is 
rather obvious that the profits for 1900 
were in no sense an average suitable for 
comparative use to measure the success of 
the consolidation but represented rather 
the result of a sudden condition of excep- 
tional prosperity in the industry. Before 
the combination was formed the evidence 
was clear that the industry would need to 
adjust itself to smaller profits; this fact 
was reflected in the estimates of the pro- 
moters as to the future profits of the con- 
solidation. 

Such extensive reference to the study by 
Dewing is warranted solely because it has 
been so widely quoted, in textbooks and 
elsewhere,’ as important and somewhat 
conclusive evidence on the unprofitability 
of combinations. On the other hand, two 
similar, but less publicized, investigations 
have reached the opposite conclusion. 

Mead studied the condition of the com- 
binations analyzed by Dewing for the 
period 1924-1931.’ All were active at the 


Tbid., p. 160. 

John M. Blair, “Does Large-Scale Enterprise Re- 
sult in Lower Costs?” American Economic Review, 38: 
145-146; Supplement, May, 1948. 

10 Edward Sherwood Mead, Corporation Finance 
(New York: D. Appleton-Century Company. Inc., 
1933), pp. 474480. 
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end of the period although three of them 
had been taken over by other firms and 
six more had gone through reorganization; 
with two of the six proving successful 
thereafter. Fourteen had shown outstand- 
ing success, while eleven of the solvent 
businesses had not fulfilled the hopes of 
their promoters. In most of these eleven 
instances the cause of their mediocre 
showing was not to be found in either their 
organization or their size but rather in 
external conditions beyond the control of 
the management. Only five of the thirty- 
five corporations had a deficit in accumu- 
lated surplus as of December 31, 1931. 

Considering the ordinary business mor- 
tality rate, Mead concluded that combi- 
nations had not proved to be less eco- 
nomic in character than business general- 
ly. In fact, their record appeared to be 
far better than average, especially con- 
sidering the fact that many of them were 
established with little thought for econo- 
my but were founded to obtain a monopoly 
which did not materialize in most in- 
stances." 

In another study, Livermore attempted 
to correct the general impression that the 
trust movement of 1900 had turned out 
badly from the point of view of profits 
realized. Instead of studying only a 
limited group of corporations, as did Dew- 
ing, he concluded that all significant merg- 
ers for the period should be considered. 
Two lists were compiled: the first com- 
prised those mergers which subsequently 
gained a dominant place in their industry, 
and the second group consisted of the 
mergers which did not obtain a controlling 
influence. In the primary list of the most 
important mergers, totaling 159 com- 
panies 48.7 per cent were successful in 
maintaining a stable level of satisfactory 


Tbid., p. 478. 

Shaw Livermore., “The Success of Industrial 
Mergers,” Quarterly Journal of Economics., 50: 68-96, 
November, 1935. 
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earnings and 10.9 per cent were marginal. 
Almost the same percentage proved suc- 
cessful in the group of 172 less significant 
mergers.* 

The successful mergers had an earnings 
experience which compared favorably with 
that of the group of corporations studied 
by Epstein,“ which in turn had shown 
results superior to the average for all 
corporations. Livermore does not agree 
that the record warrants the usual con- 
clusion that the early merger movement 
was a failure but rather considers it to 
have been surprisingly successful. 


EARLY STUDIES ON PROFITABILITY 


The earliest inclusive data which have 
been prepared on the profitability of cor- 
porations of different size were published 
by the United States Treasury Depart- 
ment.!® The statements were compiled from 
materials furnished by each corporation 
with net income for the calendar year 1919 
to support its claim for exemption from the 
war profits and excess profits taxes for 
that year. The figures indicate that the 
average return on invested capital for 
income corporations was 14.1 per cent, 
with a range from 24.8 per cent for those 
with less than $25,000 of invested capital 
to 9.6 per cent for businesses having 
$100,000,000 or more of invested capital.” 
Between these two extremes of size the 
rate of profit declined gradually, except 
for the fact that the variation up or down 
stayed within a one per cent range for 


18 Because of the fact that this second group of 
mergers, which developed little if any monopoly con- 
trol, had the same degree of success as the first group, it 
was concluded that monopoly had little influence in the 
success of the merger movement. The exercise of un- 
usual business ability was credited with the success of 
the mergers. 

14 Ralph G. Epstein, Industrial Profits in the United 
States (New York: National Bureau of Economic Re- 
search, Inc., 1934). 

18 Statistics of Income, 1919 (Washington, 1922). 

16 The percentage of net income to net worth was 
the highest (382.75%) for the 741 corporations with in- 
vested capital of less than $500. 
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corporations with invested 
$50,000 up to $5,000,000. 

This steady decline in the rate of profit 
received by profitable corporations, as the 
size of company investment increases, 
has been noted in other studies and is 
shown in Statistics of Income for 1931 and 
subsequent years. 

Summers conducted a rather extensive 
survey covering 1,130 Canadian and 
American corporations listed in Moody’s 
and Poor’s Manuals." In those fields in 
which industry was concentrated in a 
few units the coverage was rather com- 
plete. In others, however, the companies 
were chosen somewhat at random, ap- 
parently on the basis of the data available 
for the period 1910 to 1929 inclusive. This 
meant that the firms analyzed were the 
better-known ones and those exhibiting 
much more than average economic stabil- 
ity. The smaller firms with less than 
$2,000,000 of investment were consider- 
ably more profitable than those with over 
$100,000,000. Corporations in between 
these extremes, however, did not clearly 
show any such decrease in earnings as 
size increased, except in chemicals and 
textiles. In this study the representation 
of small firms was rather meager; this, 
combined with the fact that the study 
included some unprofitable corporations 
and some unprofitable years, undoubtedly 
explains the lesser degree of variation be- 
tween the largest and smallest businesses 
as compared with that shown by the data 
prepared from income tax returns by the 
Bureau of Internal Revenue for 1919. 

A special type of study, very limited in 
scope, was prepared by Epstein in 1931. 
It covered the sixteen principal corpora- 
tions in the automobile industry for the 
period from 1919 through 1927.18 In the 

17 H. B. Summers, “A Comparison of the Rates of 
Earning of Large-Scale and Small-Scale Industries.,” 
Quarterly Journal of Economics, 46: 465-479, May, 1932. 

18 Ralph H. Epstein, “Profits and Size of Firm in the 


Automobile Industry, 1919-1927,” American Economic 
Review. 21: 636-647, December, 1931. The sixteen com- 


capital of 
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latter year these companies owned 99 per 
cent of the capital invested in the industry 
and produced 95 per cent of the passenger 
cars. 

The study related three sets of data: (1) 
size of firm and rate of earnings, (2) size 
of firm and stability of earnings, and (3) 
rate of earnings and stability of earnings. 

According to the investigation the two 
largest companies earned at only about 
the median rate. “In nearly all years, 
the firm enjoying the highest return of 
all is one which, in point of invested capi- 
tal, stands at or fairly near the median 
size.’"® For the whole period the three 
largest firms ranked fifth, eighth, and 
ninth, respectively, in return on capital 
investment, while the companies with the 
highest rates of profit were eighth, ninth, 
and seventh respectively in size. Nor did 
the earnings of the larger corporations 
fluctuate less widely than those of the 
smaller ones. A fair degree of correlation 
was evidenced, however, between a high 
rate of earnings and stability of earnings. 

A much more complete analysis of 
profitableness in relation to size than that 
described above was included in Epstein’s 
study on industrial profits.2? Based on 
2,046 manufacturing corporations for 1924 
and 1928, the corporations with invested 
capital of less than $500,000 had the high- 
est rate of profit; thus he reached the same 
general conclusion as did Summers with 
respect to the inverse relationship between 
size and profitability. When the corpora- 
tions were separated into the three indus- 
trial categories, foods, chemicals, and 
metals, each of these divisions showed the 
same characteristic decline in profit rate 
with an increase in size.” 


panies included in this study were: Auburn, Chrysler, 
Dodge, Ford, Franklin, General Motors, Hudson, Hupp, 
Jordan, Nash, Packard, Peerless, Pierce-Arrow, Reo, 
Studebaker, and Willys-Overland. 

19 Thid., p. 639. 

20 Industrial Profits in the United States (National 
Bureau of Economic Research, Inc., New York, 1934). 

Thid., p. 138. 
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A similar study was made by Paton, 
who compiled data from a sample of 714 
small and medium-sized corporations for 
the three years 1927 to 1929 inclusive.” 

Although no very large corporations 
were included in the investigation, the 
average net assets were $2,244,000 as com- 
pared with an average of $643,000 for all 
U. S. corporations. Corporations with 
assets totaling less than $200,000 had the 
highest rate of profit, 9.4 per cent. 


ADDITIONAL COMMENT ON EARLY 
STUDIES OF PROFITABILITY 


The studies on the relative profitability 
of corporations of different size, prior to 
the publication of Statistics of Income for 
1931, represented samples of more or less 
limited scope. None of them were suggested 
as being necessarily characteristic of all 
corporations, but conclusions were drawn 
as though they were in fact so character- 
istic. 

Investigations, such as that of Dewing, 
were faulty in certain of their details and 
generalizations, as discussed previously, so 
that other students were able to reach 
opposing conclusions with what would ap- 
pear to be a more reasonable degree of 
validity. The material published by the 
Bureau of Internal Revenue for 1919 
showed the same basic trend for income 
corporations which has been shown in 
more recent data. The investigations of 
Summers, Epstein, and Paton included 
primarily those businesses which were more 
significant and more permanent than the 
average; they therefore showed in aggre- 
gate the features of profitable firms, even 
though some corporations in the studies 
were suffering current losses. In general 
result they agreed with the 1919 returns 
reported to the Bureau of Internal Rev- 
enue. 


* William A. Paton, Corporate Profits as Shown By 
Audit Reports (New York: National Bureau of Eco- 
nomic Research, Inc., 1935). 
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The special survey of the automobile 
industry, which found the middle-sized 
firms to be the most profitable, reached 
the same conclusion as the Federal Trade 
Commission in its various publications 
on the steel, meat packing, bread, flour, 
and other industries; namely, that the 
small or medium-sized firms (i.e., those in 
the range somewhat smaller than the 
largest) are the most profitable.” Unfor- 
tunately, the investigation of the auto- 
mobile industry did not cover the succeed- 
ing decade, in which seven of the com- 
panies ceased production of passenger cars 
entirely while three others practically 
ceased operation, combined, or went 
through receivership. In addition, it may 
be stated that the medium-sized firm which 
stood at the top in the survey had very 
poor earnings in the succeeding ten years. 
This amply illustrates the errors in con- 
clusions which may result from analysis 
based on a particular interval of time in a 
dynamic industry. 

One writer summarized the situation 
very well in stating, ‘““The diversity of 
results obtained by different analysts 
makes one suspicious that hidden within 
the over-all data are cross currents turbu- 
lent enough to make generalizations on 
the basis of over-all data misleading, to 
say the least.’ 


*3 Report of the Federal Trade Commission, War- 
time Profits and Costs of the Steel Industry (Washington: 
Government Printing Office, 1925). 

Report of the Federal Trade Commission, Meat- 
Packing Industry, Part V, Profits of the Packers 
(Washington: Government Printing Office 1920). 

Federal Trade Commission, Competition and Profits 
in Bread and Flour. Senate Document No. 98, 70th Con- 
gress, Ist Session, 1928. 

24 Edwin B. George and Robert L. Tebeau, “Profits 
and Dividends: Big Business vs. Small,” Dun’s Review. 
48: 16, January, 1940. 

Another writer has expressed doubt concerning the 
whole procedure of measuring comparative return on 
net worth since, according to him, the records are ad- 
justed in order to show a profit rate which is considered 
reasonable. He states: ‘A book net worth figure is, by 
and large, what a corporation (or rather the particular 
individual or group of individuals controlling policy in 
this regard) finds it necessary, convenient, or desirable 
to have as a net worth figure. While small deviations 
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CURRENT ANALYSIS ON PROFITABILITY 


In the recent analyses of profitability 
in relation to the size of corporations, 
investigators have made extensive use of 
figures shown in the current volumes of 
Statistics of Income which, since 1931, have 
included income data classified by asset 
size. The most extensive studies were 
conducted by William Leonard Crum, 
who was not concerned with profitability 
in relation to scale of operations or efficien- 
cy in relation to size, but rather was 
interested in the relationship between 
profit and size from the point of view of the 
corporate legal and financial entity.% On 
the basis of income tax data for the years 
1931 to 1936 inclusive, Professor Crum 
concluded :?" 

I believe my findings clearly show that, on 
the average, large enterprise—in all or nearly 
all broad lines of industry, and in different 
stages of the economic cycle—is more profitable 
than small enterprise, especially very small 
enterprise. I fail to see that this suggests the 
wisdom of imposing punitive restraints on 
large industrial enterprise. ..I gladly grant 
that the profit showing of smaller enterprise 
might be more satisfactory if large enterprise 
were eliminated or restricted, but I find no 
clear evidence in support of this view. 
Unfortunately, the investigations of 

Crum were not extended by him beyond 
1936. As business recovered from the 
depression, the rate of return on net 
worth for medium-sized firms exceeded 
that for the largest corporations, even 
prior to the war.” 


from the desirable figure may be tolerated, large ones 
usually are not.” TNEC Monograph No. 12, “Profits, 
Productive Activities and New Investment” p. 17. 

%3 For a discussion of problems involved in the utiliza- 
tion of such data for comparative purposes, see: Ralph 
C. Epstein, Industrial Profits in the United States (New 
York: National Bureau of Economic Research, Inc., 
1934), Preliminary Note by Wesley C. Mitchell. 

% Corporate Size and Earning Power (Cambridge: 
Harvard University Press, 1939). 

7 Ibid., pp. 7-8. 

%3 For a detailed analysis, including adjustments 
estimated to make officers’ salaries comparable for 
different size groups, see: Joseph L. McConnell, “Cor- 


The impact of the war is illustrated by 
Table 1, which shows changes in sales and 
profits realized by 2,500 leading industrial 
corporations in 1944 as compared with 
their prewar 1936-1939 average. Both the 
rate of profit on sales and the capital turn- 
over of the small businesses increased 
more rapidly than they did for the large 
firms. This meant that the rate of retum 
on net worth also went up at a faster pace. 

It is fairly obvious that changes in 
economic conditions have a different effect 
on corporations of varying size. In a 
depression the earnings of the large cor- 
porations do not decrease so rapidly or so 
far as do those of the small businesses. 
In a recovery or prosperity period the 
latter forge ahead more rapidly, although 
a period of war prosperity is complicated 
by shortages. Table 2 presents these 
changes in a comparison of 1932 with the 
immediate prewar and the wartime era, 
based-on the rates of return received by 
manufacturing corporations of different 
size. 

Medium-sized and larger corporations 
appear to be more profitable primarily 
because of the considerable losses of un- 
profitable small corporations. Further- 
more, the proportion of small manufactur- 
ing corporations which report losses each 
year is very much greater than the propor- 
tion of larger businesses. Because of this, 
the larger corporations as a group can 
disburse a larger share of their earnings 
in the form of dividends and yet have more 
left over to reinvest. The extensive rein- 
vestment of the profitable small businesses 
is offset by the losses of the unprofitable 
ones. 

Income tax data more recent than for 


porate Earnings by Size of Firm,” Survey of Current 
Business, May, 1945, pp. 6-12. 

A somewhat different approach is made by Sidney S. 
Alexander, “The Effect a Manufacturing Corporation 
on the Distribution of the Rate of Return” Review of 
Economic and Statistics, 31: 229-235, August, 1949. 
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TABLE 1 


Ratios or SALES TO Net WortTH; PERCENTAGE RETURNS ON SALES AND Net Wortu (BEFORE TAXES) 
ror 2,500 Leaprnc INDUSTRIAL CORPORATIONS DisTRIBUTED By 1939 Asset SIZE 


1939 Assets Number Ratio of Percentage Returns 


(Millions of of Sales to 
Dollars) Companies Net Worth Profit on Sales Profit on Net Worth 
1936-1939 1944 1936-1939 1944 1936-1939 1944 
All companies 2,500 1.16 2.41 8.4 10.6 9.8 25.6 
Less than 1.0 727 2.19 4.24 3.6 9.5 7.9 40.3 
i.@ 2.4 531 1.81 3.90 Sm 10.0 9.9 39.0 
2.5- 4.9 389 1.58 3.27 6.2 11.0 9.8 36.0 
5.0- 9.9 315 1.36 3.24 6.5 10.5 8.9 34.0 
10.0- 19.9 227 1.30 2.85 6.9 10.3 8.9 29.4 
20.0— 49.9 163 1.37 2.96 7.8 10.3 9.9 30.4 
50.0- 99.9 67 1.46 3.17 7.4 9.9 10.7 oe 
100 .0-199 .9 44 1.18 2.09 7.8 10.2 9.3 21.3 
200 .0-499 .9 26 1.23 2.31 8.5 10.4 10.4 24.0 
500 .0—-or more 11 0,71 1.37 13.8 12.9 9.7 17.7 


Source: Office of Temporary Controls, Office of Price Administration, War Profits Study, No. 16, p. 140. 


TABLE 2 


PercentaGE Rates oF Return BeFrore TAXES ON Net Wortu For ALL MANUFACTURING 
CoRPORATIONS REPORTING SZE OF ASSETS 


Asset Classes All Manufacturing Corporations Income Corporations No Income Corporations 
(Thousands 
of Dollars) 1932 1939 1941 1943 1932 1939 1941 1943 1932° 1939° 1941*° 1943* 
0 to 49 35.46* 9.61° 4.96 16.27 10.35 14.68 22.96 29.53 46.7 48.02 63.36 55.05 
50 to 99 16.07° 3.06 14.71 20.57 8.03 13.79 21.81 26.73 22.87 19.32 24.60 24.74 
100 to 249 11.33° 6.21 19.34 24.97 7.99 13.57 19.91 29.04 17.28 14.03 14.29 18.65 
250 to 499 8.62* 8.27 23.05 28.94 7.70 13.51 24.90 31.64 14.48 11.51 12.66 14.53 
500 to 999 6.64** 8.53 24.31 30.37 7.89 13.02 26.83 32.23 12.06 8.92 11,81 12.88 
1,000 to 4,999 $5.63" 9.76 24.99 34.03 7.62 12.69 26.34 35.49 10.01 7.29 8.16 9.94 
5,000 to 9,999 3.83° 9.64 25.45 34.10 8.56 11.84 26.21 35.63 9.05 3.38 15.65 3.7 
10, 000 to 49, 999 3.91* 9.81 22.34 34.10 6.91 11.12 22.93 34,49 8.25 2.75 2.82 3.89 
50,000 to 99,999 8.87 25.97 32.7 10.06 25.97 33.10 §.17 5.12 17.48 
0.03* 6.00 2.99 
100,000 and over 7.38 7.47 19.70 8.28 17.62 19.73 1.62 2.81 ae 
All sizes 3.34* 8.41 20.27 07 6.77 10.56 22.18 27.72 7.64 6.77 11.81 14.59 
* Deficit. 
** Deficit related to net worth. 
Source: “Statistics of Income.” 
TABLE 3 


PERCENTAGE DISTRIBUTION OF 563 COMPANIES BY EARNING RATES ON CAPITAL FOR DiFFERENT ASSET CLASSES 


ice No. of Average 
Asset classes companies mae 0 to 10 to 20 to Above rate of 
10% 2% 30% 30% — 
Manufacturing 
0-$500 , 000 131 9.9% 42.0% 29.8% 13.0% 5.3% 11.0% 
Above $500,000 210 on 61.9 23.4 6.7 1.0 8.0 
Total manufacturing 341 8.2% 54.3% 25.8% 9.1% 2.6% 9.2% 
Trading 
0-$500 ,000 127 14.2% 71.6% 9.4% 2.4% 2.4% 5.9% 
Above $500,000 95 5.3 75.8 17.9 1.0 0.0 7.0 
Total trading 222 10.4% 73.4% 13.1% 1.8% 1.3% 6.3% 


Source: William A. Paton, Corporate Profits as Shown by Audit Reports (1935) p. 73. 
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1946 are not yet available, but the Federal 
Trade Commission and the Securities and 
Exchange Commission have collected ma- 
terial on manufacturing corporations by 
quarters since the beginning of 1947. 
Profits for 1947 were the highest for the 
medium-sized firms, whereas they have 
been the highest for the largest firms since 
the first quarter of 1948.” 


CHARACTERISTIC VARIATIONS IN CORPORA- 
TIONS OF DIFFERENT SIZE 


As a general rule, small corporations 
collectively show much wider extremes of 
profit or loss than do larger corporations. 
The latter, whether they are profitable or 
unprofitable, exhibit a greater degree of 
concentration near zero, while the former 
show a much larger percentage of profit 
or loss in relation to net worth. Regardless 
of the average rate of return on invested 
capital, the spread of profit or loss rates 
is greater for the small corporations. 

Although comments on this condition 
have been outlined from a deductive point 
of view,*° most of the investigations have 
not produced data which would illustrate 
the situation. For some studies, however, 
data have been collected by range of in- 
come of loss on invested capital by size 
groups. To illustrate this, Table 3 shows 
a group of manufacturing and trading 
companies classified separately into two 
sets of corporations: one with capital of 
less than $500,000, and the other with 
capital in excess of that amount. It is 
evident from the table that more of the 
small firms had no net income while for 
those with net income a larger number 
received in excess of a 10 per cent return 
on invested capital.*' In this investigation 

*9 Federal Trade Commission and Securities and Ex- 
change Commission, Quarterly Industrial Financial Re- 
port Series for all United States Manufacturing Cor pora- 
tions, First Quarter 1947 to date. 


*° Edwin B. George and Robert L. Tebeau, /oc. cit., 
pp. 11-22. 


the small manufacturing companies had 
a higher average return than did the larger 
ones, but this situation was reversed for 
the trade category. 

Regardless of the average profitabliity of 
large as compared to small corporations 
the range between high and low profit 
and large and small losses is greater for 
the small businesses. In part this reflects 
the relative stability of earnings among 
large corporations as compared with the 
extreme degree of variation found in small 
corporations. 

Other differences between large and 
small corporations may be cited. Larger 
corporations tend to have a higher rate of 
profit in relation to sales during peacetime 
operations, but this tendency is less evident 
during a war. For both income and no- 
income corporations the turnover of capi- 
tal declines markedly with increasing size, 
but it is not certain whether this reflects 
diminishing returns or merely increased 
capital investment. The risk connected 
with large corporations is less, not only 
because they have more stable incomes but 
also because a larger portion of their 
funds is furnished by common stock- 
holders. In addition, a greater proportion 
of borrowing by large corporations is done 
on a long-term basis which does not require 
constant renewal. 


CONCLUSIONS 


The available evidence on the relative 
profitability of corporations of different 
size indicates clearly that the results can 
vary widely with the use of different sam- 
ples for analysis. When studies of the same 
firms are continued over a period of years 
the small businesses exhibit the best show- 
ing, because the effect of a high mortality 


See also: Sidney S. Alexander, of. cit., and Wis- 
consin Tax Commission, Book Investments and Taxable 
Incomes of Wisconsin Mercentile and Manufacturing 
Corporations 1928. Bulletin No. 45, October, 1931. 
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ratio is eliminated and the data assume the 
characteristics of income corporations 
only. For such corporations the profit rate 
on net worth decreases steadily with in- 
creases in the size of firms. When corpora- 
tions with no taxable income are analyzed 
it becomes clear that the comparatively 
good showing of the large corporations 
(combining the income and no-income 
ones) is not based so much on their high 
earnings as upon the losses of numerous 
small businesses. 

During depression periods the decline 
in profits is at a faster rate for small firms, 
in part because the large ones have diversi- 
fied their production and attained a dis- 
tinctly greater degree of stability. As 
recovery gets well under way the profits 
of the small and medium-sized corpora- 
tions increase and a more favorable con- 
dition results. Because of this condition, 
it is sometimes suggested that only a con- 
dition of full employment is necessary to 
maintain a healthy state for small business. 

It is apparent that large-scale corpora- 
tions have attained individually a degree 
of long-run stability that is not approached 
by small business. This assurance of con- 
tinuity may be worth having from the 
point of view of the stockholders, even at 
the expense of a slightly smaller average 
return. 

Suggestions have been made that, since 
medium-sized business shows a higher 
average return on net worth over long 
cycles, the larger-scale units could reason- 


ably be broken up into smaller units. This 
concept, however, is part of a general 
philosophy that business is too large and 
is broached by those who know that the 
result of breaking up the large units, al- 
though it may not result in greater efficien- 
cy, will most certainly result in more com- 
petition and smaller profits. In addition, 
there is no reason to expect that large- 
scale combinations, which have not usual- 
ly represented accumulations of the most 
efficient or the most profitable firms but 
have constituted a conglomeration of 
efficiencies and profit rates, would prove 
the most profitable. In addition, these 
consolidations offset profitable and un- 
profitable experimentation in their search 
for greater stability and long-run continu- 
ity. 

Further analysis of profitability by size 
of firm is desirable before any final con- 
clusion can be reached with respect to 
the effect of a change in size on profits. 
The answer will hinge in part on the rela- 
tive efficiency of firms of different size as 
well as being dependent on many political 
and economic considerations. Integrated 
firms with low book cost, on the other 
hand, are sometimes also low-profit cor- 
porations in terms of return on their more 
extended net worth. There is a final dis- 
turbing possibility, already suggested, 
that net worth figures are not sufficiently 
accurate to determine with any plausible 
degree of certainty the relative profitabil- 
ity of corporations of different size. 
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FIXED CHARGES AND PROFIT 


JOSEF 
Paramount Woodwor 


LEXIBLE BUDGETS and break-even 
J eter have taught business that 

profit depends more on volume than 
on the size of the mark-on. When the vari- 
able costs remain in a constant ratio to 
sales or sales value of production—the 
sound and normal case—it is the fixed 
charges that mainly determine the cost/ 
profit relationship. While they are more or 
less fixed in their dollar value, their ratio 
to sales or sales value of production, in 


GOLIGER 
k Co., Milwaukee, Wis. 


volumes. These observations lead to the 
following conclusion: 


THE RATIO OF VARIABLE EXPENSES 
TO SALES (OR SALES VALUE OF PRO. 
DUCTION) BEING CONSTANT, THE 
PROFIT RATE IS INCREASING WITH 
GROWING VOLUME IN THE SAME 
RATIO AS THE FIXED CHARGES RATE 
IS DECREASING. WITH DIMINISHING 
VOLUME, THE PROFIT RATE IS DE- 
CREASING IN THE SAME RATIO AS 
THE FIXED CHARGES RATE IS IN. 


EXHIBIT 1 
% | A $ | F | FA | V P P/A 
Activity Volume | Fixed Ch. F.C. Rate | Var. Cost Prof./L P/L Rate 
0 Ao 0 100,000 | oo 0 (73000) (— 20) 
10 An-s 100,000 100 ,000 | 1.00000 75,000 75,000) (—.75) 
20 A,s | 200,000 | 100,000 | .50000 | 150,000 | ( 50,000) (—.25) 
30 Ant | 300 ,000 100,000 | 33333 225 ,000 ( 25,000) (— .08333) 
Break-even point 
40 An-s 400 ,000 100 ,000 .25000 300,000 0 0 
50 Ans 500 ,000 100 ,000 .20000 375,000 25 ,000 .05000 
60 An | 600 ,000 100 ,000 . 16666 450,000 50,000 .08333 
70 Ans | 700 ,000 100,000 | .14286 525 ,000 75,000 .10714 
80 An-2 800 ,000 100,000 . 12500 100,000 12500 
90 An | 900 , 000 100 ,000 11111 675,000 125,000 . 13890 
100 An | 1,000,000 100 ,000 . 10000 750,000 150,000 . 15000 


* Figures in parentheses= Loss. 
Ratio Variable/Sales: .75 at all volumes. 


other words, their rate, is a variable just 
as the profit rate. 

There is a remarkable interdependence 
between the fixed charges rate and the 
profit rate whenever the variable cost rate 
(variable/sales) is constant. This side of 
the cost/profit relationship has so far 
been somewhat neglected, for it is less 
conspicuous than its other aspects. It is, 
however, of such importance to profitable 
management that it deserves a special 
examination. 

Through analytical observation, an in- 
versely symmetrical movement of the 
two rates can be readily detected if their 
changes are watched through shifting 


CREASING, IF THE VARIABLE RATE 

REMAINS CONSTANT. 

To bring the features clearly, a very sim- 
ple case will be given as demonstration. 
Ten levels of activity have been chosen, 
ranging from 10% to 100% volume, the 
last one being accepted as maximum capac- 
ity. The constant ratio variables/sales is 
75% throughout. The fixed charges are 
$100,000 for the year. Then, we have the 
following tabulation: (Exhibit 1). 

The column headed F/A shows the 
movement of the fixed charges rates, and 
the column headed P/A indicates the 
changes of the profit (loss) rates with 
growing and diminishing volumes. (For 
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Exursit 2 


decreasing volumes read the tabulation 
backwards, from bottom to top.) 

The differences between the rates at the 
various levels are exactly the same in both 
columns. Between 10% and 20% volume, 
for instance, the fixed charges rate drops 
50 (from 1.00000 to .50000) and the loss 
rate in column P/A decreases simul- 


taneously (a decrease of the loss rate is 
equivalent to an increase of the profit 
rate) likewise by .50 [(-.75)—(-.25)]. With 
the change from 50% to 60% activity, 
the fixed charges rate shows a decrease of 
.03333 by dropping from .20000 to .16667, 
and the profit rate increases exactly in the 
same ratio by moving from .05000 up to 
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EXHIBIT 3 
08333. The same trend can be observed A, =highest activity level (in our 
on all levels of activity, except at zero case Ajo) 


(shutdown) volume where the values are 
indeterminate. 

For the algebraic formulation, the fol- 
lowing symbols are introduced. 


A  =any level of activity 
Aq =shutdown (0) level 
A, =lowest activity level 


A,_z= any level lower than A, 
A,_y=any level lower than A,_, 


=Variable expenses 
F =Fixed charges 
=Profit 


V/A= Rate of variables to sales (in our 
case .75) 
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P/A= Profit rate 
F/A = Fixed charges rate 


If V/A is constant, the following for- 
mulae will prove the case: 


Numerical substitution 


If A,=100% activity and A,_.=70% 
activity and A,_,=50% activity, then by 
formula (1) (between 100% and 70% ac- 
tivity): 

150,000 75,000 100,000 100,000 


1,000 ,000 700,000 700,000 1,000 ,000 


15—.10714= .14286 —.10= .04286 or 
4.286% change of both rates (see exhibit 
1); and by formula (2) (between 70% 
and 50%): 
75,000 25,000 100,000 100,000 
700,000 500,000 500,000 700,000 


1074 —.05 = .20 —.14286= .05714=5.714 
change of both rates (see Exhibit 1). 

The graphical demonstration is not less 
impressive. Exhibit 2 shows the graph of 
the profit rates and Exhibit 3 the graph of 
the fixed charges rates for all volumes from 
10% to 100% activity inclusive. 

Both curves are hyperbolas of opposite 
directions. The loss rate curve (negative) 
changes into the profit rate line (positive) 
when it intersects the x-axis. The fixed 
charges rate curve lies entirely in the first 
quadrant, having no negative values. Both 
curves show a steep initial movement and 
flatten out towards the end, as the nu- 
merical differences decrease. 

The foregoing reflections were of a 


415 


theoretical nature, but their enormous 
practical meaning should be quite obvious. 
The facts revealed should keep manage- 
ment aware of the true character of the 
profit/volume dynamics and alert to the 
possible dangers to be met on the high seas 
of competitive business. 

A volume increase is a step in the right 
direction only if and as long as it is a 
profitable volume increase. That implies 
more than a mere absorption of the fixed 
charges in dollars and cents. The profit 
rate has been shown as a function of a sink- 
ing rate of fixed charges, provided the vari- 
able/sales ratio remains constant. There 
exists consequently, a three fold functional 
interdependence between the three ele- 
ments of the cost/profit/volume relation- 
ship. The welfare of every business hinges 
around the margin (M) which is the dif- 
ference between sales revenue (S) and vari- 
able costs (V). 


M=S-—V. 


This margin serves first to absorb the 
fixed costs, and only what is then left of 
it is realized profit. 


P=M-F. 


However, if the ratio variables/sales in- 
creases, the margin becomes rapidly 
smaller, soon covering merely the fixed 
charges (break-even point) with no profit 
left, and, after having fallen under this 
lower limit, approaches the vanishing 
point with losses in its wake. If in our case, 
for instance, the variable/sales ratio were 
90% instead of 75% (Exhibit 1), all profit 
would vanish even at top capacity, and 
at any lower volume, losses would be in- 
curred unless price increases were possible. 
This is, of course, a drastic case in point; 
however, it needs only a very slight in- 
crease of the variable ratio to impair the 
profit rate and to raise the break-even 
point. In order to obtain a benefit from 
volume increases, management must keep 
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the ratio variables/sales within sound 
limits; otherwise, only price increases or 
drastic reductions of fixed costs remain as 
profit salvaging remedies, and these are 
cures which may hurt more than the mal- 
adies they are chosen to fight. 

The social and economical trends of our 
time move undeniably in the direction of 
increased fixed costs and rising variable 
expenses. Such development is evidently 
profit stifling. High break-even volumes 
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and diminishing returns, the keynotes of 
many corporative statements and reports 
to stockholders, are cases in point. 

The business executive as an individual 
can, of course, do little to resist the general 
trend, but he retains quite a few possibili- 
ties within the scope of his authority to 
slow down the velocity of this develop- 
ment. These possibilities, he should fully 
employ. If he fails to do so, his business 
will ultimately pay for this neglect. 
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ACCOUNTING FOR LEASEHOLDS 


FRED O. BOGART 
University of Arizona 


IS PAPER is written in criticism of 

the usual textbook treatment of the 

amortization of prepaid leaseholds. 

The usual treatment violates theory in at 

least three aspects: (1) It violates the ac- 

counting convention by recording book 

interest on costs incurred. (2) It mis- 

matches costs with revenue. (3) It results 

in an improper valuation of the prepaid 
lease for balance sheet purposes. 

In support of these charges an example 
will be used. Assume a five-year lease to 
be prepaid. The annual rent of $1,000 per 
year, due at the beginning of the year, is 
paid in a lump sum at the beginning of the 
first year with interest considered at the 
rate of 6%. The single payment of 
$4,465.11 is necessary to prepay the five- 
year lease. 

Schedule 1 below represents the usual 
textbook treatment: 


seem no different than incurring a cost for 
a building, equipment, or any other asset. 
It is true that the lump sum payment of 
the leasehold represents the sum of the 
present values of the rent, but it is like- 
wise true that the amount of cost incurred 
for any asset is basically the present value 
of the future service that is expected to be 
received of the asset. A payment of 
$4,465.11 for the lease in question is the 
present value of the future service of the 
property leased. If $4,465.11 had been 
paid for equipment, the amount paid 
would represent the value of the future 
service that would be expected of the 
equipment. 

The accounting convention that no in- 
terest should be considered earned and 
recorded as such on the equipment would 
seem to apply to the prepaid lease as well. 
The amount of amy cost incurred is, funda- 


SCHEDULE 1 


SCHEDULE OF AMORTIZATION OF LEASEHOLD ACCOUNT 


Credit 


Beginning End Debit Credit Debit Net Re- 
of of Rent Lease- Lease- Interest Value of Year duction in 
Year Year Expense hold hold Income Leasehold Income 
$4,465.11 
1 $1,000.00 $1,000.00 3,465.11 
1 207 .91 207 .91 3,673.02 1 792.09 
2 1,000.00 1,000.00 2,673.02 
2 160.38 160.39 2,833.40 2 839.62 
3 1,000.00 1,000.00 1,833.40 
3 110.00 110.00 1,943.40 3 890.00 
4 1,000.00 1,000.00 943.40 
4 56.60 56.60 1,000.00 a 943 .40 
1,000.00 1,000.00 5 1,000.00 


It is to be noted that interest is considered 
earned on the prepaid lease and is so re- 
corded in the books of accounts. 


VIOLATION OF RECORDING INTEREST 
ON COSTS INCURRED 


The prepaying of a lease is merely in- 
curring a cost for future services. It would 


mentally, the present value of future serv- 
ice. 

It is sometimes argued that since in- 
terest was a consideration in determining 
the amount to be prepaid, that interest 
should therefore be considered earned and 
recorded on the prepayment. It is also true 
that interest is or should be a consideration 
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SCHEDULE 2 


Debit 


Credit Debit 


SCHEDULE OF AMORTIZATION OF LEASEHOLD ACCOUNT 


Net Re- 


Credit 


Book 
Year Rent Lease- Lease- Interest Value of Year duction in 
Expense hold hold Income Leasehold Income 
$4,465.11 

1 $1,000.00 $1,000.00 3,465.11 1 $1,000.00 
2 1,000.00 1,000.00 56.60 56.60 By | 2 943 .40 
3 1,000.00 1,000.00 110.00 110.00 1,631.71 3 890.00 
+ 1,000.00 1,000.00 160.38 160.38 792.09 4 839.62 
207 .91 5 792.09 


1,000.00 1,000.00 


207 .91 


in the determination whether one should 
purchase or lease. It is further true that 
interest is a consideration in the determi- 
nation of whether one should engage his 
money in a business. But, after the de- 
termination is made and the cost incurred 
for assets of a business, it does not follow 
that interest should be a consideration to 
be recorded in the books of account. 


MIS-MATCHING COSTS 
WITH REVENUE 

Assume for a moment that since interest 
was a consideration in the prepayment of 
the lease, that interest should also be a 
consideration in the recording and amor- 
tization of the leasehold as shown in 
Schedule 1. 

It is to be noted that the charge to Rent 
Expense for each period (i.e., each year) 
is $1,000 and the interest considered earned 
decreases each year. Further, the net rent 
expense charge to each period increases 
each year. The schedule seems to be in 
error as it does not properly match cost 
with revenue each period. The first year a 
net expense of $792.09 is charged. The first 
year rent is an annuity due and the net 
expense should be $1,000. The second 
year’s net expense is $839.62 which is not 
proper because the second year’s rent was 
paid only one year in advance and the 
cost for the second year should be the pres- 
ent value of $1,000 paid one year in ad- 
vance or $943.40. The net expense should 
be that amount which represents the pres- 
ent value of the rent for the number of 


years that particular rent was paid in 
advance. 

The prepayment of a lease is merely 
paying the sum of the present values of 
the various rents. Each period should be 
charged with the amount of the prepay- 
ment for its particular rent. It should also 
be observed that the interest income 
scheduled in Schedule 2 is the reverse of 
Schedule 1. 

The valuation of the leasehold is the 
sum of the present values of unamortized 
rents as shown in Schedule 2. Schedule 1, 
the usual textbook treatment, does not 
reflect the proper valuation after the first 
year. 


SUGGESTED TREATMENT FOR AMORTIZING 
PREPARED LEASEHOLD ON 
THEORETICAL BASIS 


Schedule 3 suggests a theoretical meth- 
od of treatment which does moé record 
interest on cost incurred, charges each 
period with its cost used, and gives proper 
valuation of the leasehold for each year. 


SCHEDULE 3 


SCHEDULE OF AMORTIZATION OF 
LEASEHOLD ACCOUNT 


End Debit Credit Value of : Reduc 
of Rent Lease- ast Year tion in 
Year Expense hold hold Fucome 
$4,465.11 
1 $1,000.00 $1,000.00 3 465.11 1 $1,000.00 
2 943.40 943.40 2,521.71 2 943.40 
3 890.00 890.00 1 631.71 3 890.00 
4 839.62 839.62 792.09 4 839.62 
5 792.09 792.0! 5 792.09 


This treatment charges each period with 
rent expense which is the present value ol 
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that rent for the time it was paid in ad- 
yance. Each period is charged with its cost. 
For example, the fifth year’s rent was paid 
four years in advance. The charge to rent 
expense of $792.09 is the present value of 
the fifth year’s rent paid four years in 
advance. This is the allocation of the cost 
incurred for the first year to the fifth year. 


The charge to rent expense each year is an 
amount which represents the present value 
of that rent at the time of prepayment. 

Valuation for the Balance Sheet is also 
proper as the unamortized amount at the 
end of each year represents the present 
value of all remaining rents at the time of 
prepayment. 


Lin 
me 
.00 
.40 
.00 
62 
09 
id’ in 
erely 
es of 
Id be 
pay- 
1 also 
come 
‘se of 
the 
tized 
ile 1, 
> not 
first 
ooo 

ZING 
neth- 
2cord 
each 
roper 
ar. 
Net 
educ- 
on in 
tcome 
000 . 00 
943.40 
890.00 
839.62 
792.09 
with 
ue of 


BALANCE SHEETS FOR THE 
FEDERAL GOVERNMENT 


IRVING TENNER, CPA 


T PRESENT, no balance sheet is pre- 
A pared to show the financial condition 
of the Federal Government as a 
whole or of any of its agencies other than 
those operating business-type enterprises. 
There are many reasons for the lack of 
balance sheets but the two principal ones 
are (1) the use of the cash basis of account- 
ing and (2) the failure to recognize fund 
distinctions. 

The Accounting Policy Committee of 
the Hoover Commission (composed of the 
Institute’s Committee on Federal Govern- 
ment Accounting) recognized these defects 
and has recommended that steps be taken 
to remedy them. For example, the Com- 
mittee urges that “‘the cash basis of ac- 
counting be completely ruled out and that 
the accrual basis be adopted for all of the 
Government’s accounting.”! The Com- 
mittee points out further that “in the keep- 
ing of its books, the Federal Government 
does not give full effect to the necessity 
for separate accounting for individual 
funds. It is intended that appropriate 
recognition of all necessary fund distinc- 
tions should be incorporated in the plan of 
accounting that we have recommended.’ 

The purpose of this article is to outline 
briefly a system of fund accounting for the 
Federal Government. Such a system will 
make possible the preparation of fund 
statements that will reflect the true finan- 
cial condition and operations of the Gov- 
ernment. Although the system will enable 
the preparation of both fund balance sheets 
and fund operating statements, this article 
is limited to balance sheets. 


‘ “Task Force Report on Fiscal, Budgeting, and Ac- 
counting Activities.” Commission on Organization of 
the Executive Branch of the Government, January, 
1949, p. 103. 

2 Tbid., p. 105. 


FUNDS 


The Federal Government should estab- 
lish three types of funds: (1) a General 
Fund to be used to account for all assets 
or other resources owned by the Govern- 
ment, (2) Trust Funds to be used to ac- 
count for assets held by the Government 
in the capacity of agent or trustee for 
others; and (3) Business-Type Funds to 
be used to account for the transactions of 
business-type enterprises. The Govern- 
ment’s equity in each Business-Type Fund 
would, however, be carried as an asset 
in the General Fund. Ultimately, there- 
fore, Business-Type Fund _ transactions 
would also be reflected in the General Fund. 
Separate funds are nevertheless recom- 
mended for business-type enterprises 
rather than the combining of their assets 
and liabilities with those of the General 
Fund because business activities require 
different types of financial statements than 
those called for by purely governmental 
activities. 

GENERAL FUND 


All assets of the Government would 
be handled either on a gross or net basis 
through this fund. As the General Fund 
balance sheet illustrated in Figure 1 shows, 
some of the more common assets included 
in this fund are cash, taxes receivable, 
inventories, and investments. Fixed assets 
would be excluded principally because of 
the impracticability of reporting fixed 
asset values and because these assets 
will never be used to finance the Govern- 
ment’s operations. Among the liabilities 
are vouchers payable, unvouchered ac- 
counts payable, interest payable, and 
amounts due to Trust Funds. Bonds pay- 
able, other than those payable from Busi- 
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FIGURE 1 
UnrTEep STATES GOVERNMENT GENERAL FUND 
BALANCE SHEET AT THE CLOSE OF THE FiscAL YEAR 
Assets and Other Resources 
Asseks: 
Reserve fee Tames: 1,000 6,000 69 ,000 
Equity in Business-Type 7,000 
Other Resources: 
Amount to be Provided for Unapportioned Appropriations................+eeeeeeees $ 50,000 
Amount to be Provided for Retirement of Bonds.................-eeseeecceeeeeeee 238 , 500 
Liabilities and Appropriations 
Liabilities: 
Accounts Payable 10,000 
Appropriations: 
Unlapsed Balances of Apportioned Appropriations..............++eeeeeeeeeeeeeeees 1,200 
Reserve for Encumbrances—Prior Year. ..............cccceccccceccecceecceeecees 300 
Reserve for Encumbrances—Current 25,000 
Total Liabilities and Appropriations. ..............0sccccceccecceescessccessesseneseees $400 , 500 


ness-T'ype Funds, would also be reflected 
as a liability of the General Fund. 

The foregoing accounts are self-explana- 
tory. The following General Fund ac- 
counts, on the other hand, because of 
their special use in governmental account- 
ing, require further explanation. 


Equity in Business-T ype Funds 


This account would be used to designate 
the Government’s equity in business-type 
enterprises. The equity would consist of 
the capital contributed by the Government 
plus profits earned by the enterprise. Thus, 
when a Government corporation, for 
example, reported a profit, an entry would 


be made in the General Fund debiting the 
account “Equity in Business-Type Funds” 
and crediting the account ‘“Current- 
Budget Surplus.” Conversely, a loss would 
be reflected by debiting the latter account 
and crediting the former account. 


Appropriations 


Appropriations are authorizations to 
spend. These authorizations, however, 
pass through various stages before they 


3 At present Congress also authorizes expenditures 
through other means than appropriations. Throughout 
this article, however, it is assumed that, in accordance 
with the recommendations of the Accounting Policy 
Committee, all authorizations to spend money will be 
made only through appropriations. 
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are used. For example, ordinarily Congress 
does not specify what portion of the ap- 
propriation shall be spent each month, 
quarter, or other part of the budget period. 
This task is performed by the Bureau of 
the Budget and the process is known as 
apportioning the appropriation. After the 
appropriation has been apportioned, it 
may be spent. Frequently, however, pur- 
chase orders or other commitments are 
entered into before the money is spent. 
These commitments necessitate the re- 
serving of part of the appropriation and 
are reflected in ‘Reserve for Encum- 
brances’’ accounts. Some unencumbered 
balances of apportioned appropriations 
may be carried forward to the following 
year whereas others lapse at the end of 
the fiscal year, that is, they are not valid 
after that time. Those that are carried 
forward are shown in the balance sheet 
under the account title “Unlapsed Bal- 
ances of Apportioned Appropriations.” 

Since appropriations may not be spent 
or encumbered until apportioned, no 
revenues have to be provided during the 
current year for financing unapportioned 
appropriations at the end of the year. In- 
stead, these appropriations will be financed 
from the revenues of the following year or 
years. Accordingly, unapportioned ap- 
propriations are offset on the asset side 
of the balance sheet by an account called 
“Amount to be Provided for Unappor- 
tioned Appropriations.” 


Amount to be Provided for Retirement of 
Bonds 


This account reflects the cumulative 
deficit of the Federal Government. In 
other words the deficit is represented by 
that portion of the bonded debt for whose 
retirement no current assets are as yet 
available. To illustrate, using the arbi- 
trary amounts given in Figure 1, the 
Government is assumed to have bonds 
outstanding in the amount of $250,000. 
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On the other hand, it is assumed to have 
available assets in excess of liabilities other 
than bonds plus appropriations and re. 
serves in the amount of $11,500 leaving 
$238,500 to be retired from future re. 
sources in the form of income taxes and 
other revenues. 

The reason why the term ‘‘Amount to be 
Provided for Retirement of Bonds’’ is used 
rather than the term “‘deficit’’ is that these 
bonds will not mature for some time and 
revenues for their retirement will be pro 
vided in the year in which they mature. 
In other words, the term “‘deficit’’ is used 
here to mean current deficit. Thus, if the 
Government had not provided sufficient 
assets to retire maturing bonds, the un- 
funded amount would be designated as a 
deficit. If, however, future rather than 
current liabilities are involved, the term 
“Amount to be Provided for Retirement 
of Bonds” reflects the situation more 
clearly. This is particularly true in the 
light of the fact that fixed assets are not 
shown as an asset of the General Fund 
because, as already stated, they do not 
provide the means for retiring the bonds. 
The taxing power rather than the fixed 
assets will make possible the retirement of 
these bonds. And this resource is given 
effect by using the title “Amount to be 
Provided for Retirement of Bonds’’ which 
is a contraction of the longer term 
“Amount to be Provided from Future 
Taxes or Other Resources for the Retire- 
ment of Bonds.” 

When first set up, the account would 
represent the difference between (1) the 
total assets and (2) the total liabilities, 
appropriations, and reserves. Thereafter, 
current budget surpluses would reduce 
the balance in the account while current 
deficits would increase it. 


Current-Budget Surplus or Deficit 


This account shows the results of the 
Government’s financial operations for the 
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fiscal year and is equivalent to a profit and 
loss account in a commercial enterprise. 
In other words, if at the end of the fiscal 
year, the revenues exceed the expenditures 
and encumbrances, the difference repre- 
sents the current-budget surplus; if vice- 
versa, the difference, of course, represents 
the current-budget deficit. After the bal- 
ance in the account was determined, it 
would be closed out into the “Amount to 
be Provided for Retirement of Bonds” 
account. For example, if at the end of the 
fiscal year, the Government was found to 
have ended its operations with a surplus 
of a billion dollars, the cumulative deficit 
would be reduced by a billion through 
debiting the ‘‘Current-Budget Surplus” 
account for this amount and crediting the 
account “‘Amount to be Provided for 
Retirement of Bonds.” On the other hand, 
if the operations for the current year re- 
sulted in a deficit, the account “Amount 
to be Provided for Retirement of Bonds” 
would be debited with the amount of the 
deficit and would thus continue to reflect 
the cumulative deficit. 


BUSINESS-TYPE FUNDS 


This group of funds would be used to 
account for activities of a business nature, 
that is, for all activities which are revenue 
producing, are potentially self-sustaining, 
and involve a large number of business- 
type transactions with the public. Exam- 
ples are the activities of Government 
corporations and of the Post Office De- 
partment. The statements to be prepared 
for these funds would be similar in form 
to those used at present for Government 
corporations under Budget-Treasury Reg- 
ulation No. 3. They consist of a commercial 
type of balance sheet, a commercial type 
of income and expense statement on an 
accrual basis, and a statement of applica- 
tion of funds. 

If an organization unit carries on both 
business-type and government-type ac- 
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tivities, only the business-type activities 
would be accounted for in the Business- 
Type Funds. The government-type ac- 
tivities would be handled through the 
General Fund. For example, the TVA’s 
power program which is financed from 
power revenues would be handled through 
the Business-Type Funds whereas its 
navigation and other activities financed 
from appropriations would be included in 
the General Fund. 


TRUST FUNDS 


Trust Funds should be used for all 
transactions in connection with which the 
Government acts as an agent or trustee 
for others. The assets of Trust Funds con- 
sist principally of cash, investments, and 
amounts due from the General Fund. The 
liabilities consist of such items as vouchers 
payable and unvouchered accounts pay- 
able. The excess of assets over liabilities 
would be represented by the fund balance. 
In the case of some Trust Funds, however, 
(for example, pension and insurance funds) 
provision should be made for showing 
actuarial requirements at the balance sheet 
date. The difference between the net assets 
of the fund and the actuarial requirements 
would in that event be reflected in a sur- 


FIGURE 2 


UNITED STATES GOVERNMENT CIVIL SERVICE 
RETIREMENT FUND 


BALANCE SHEET, JUNE 30, 1949 


Assets 
Due from General Fund.................. 4,500 

Liabilities, Reserve, and Surplus 
Liabilities: 
Vouchers Payable.............. $3,000 
Accounts Payable (Unvouchered) 1,000 
$ 4,000 
Unappropriated Surplus.................. 1,500 
Total Liabilities, Reserve,and Surplus.. $30,000 
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plus or deficit account. For example, as- 
suming, as was done in the balance sheet 
illustrated in Figure 2, that the actuarial 
requirements of the Civil Service Retire- 
ment% Fund as of June 30, 1949 were 
$25,000 whereas its net assets amounted 
to $26,500, the fund would have a surplus 
of $1,500. 


CONCLUSION 

The funds and balance sheets described 
above as well as the related operating 
statements should make it possible to 
present an accurate picture of the Govern- 
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ment’s financial condition and operations, 
One of the important tasks in this con- 
nection is the setting up of the accounting 
organization recommended by the Hoover 
Commission. Such an organization would, 
among other things, collect and integrate 
the data necessary to the preparation of 
the above-mentioned statements. It is 
interesting to note that much of the 
needed information is already being com- 
piled. However, additional data. still 
remains to be collected and a major job 
of integration lies ahead. A start has been 
made, but much remains to be done. 
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CHECK LIST FOR AN 
ACCOUNTING 
LIBRARY 


ARTHUR M. CANNON 
University of Washington 


June, 1950 


HIS LIST has been compiled from a 
"[ asiety of sources over a period of 
two years. It is intended to be more 
inclusive than exclusive, though neces- 
sarily some discrimination has been exer- 
cised; and the compiler is exclusively re- 
sponsible for that. It is likely that some 
feelings will be inexcusably hurt by over- 
sight of worthwhile works. There are also, 
Iam sure, some inclusions that better judg- 
ment would have left out. The less numer- 
ous the available material in a particular 
field, the more inclusive is the list as to 
that field, except in the case of special- 
industry systems where the list is intended 
to be reasonably exhaustive. Except for a 
list of periodicals, only books and mono- 
graphs are included. Individual articles in 
periodicals are not listed. 
There are sixteen subject classifications: 
Bibliographies 
II. Periodicals 
III. Accounting: General works, “classics,” 
and modern popular texts 
IV. Auditing and Internal Auditing 
V. Budgeting and Controllership 
VI. Cost Accounting 
VII. Examinations 
VIII. Fund Accounting: governmental, munic- 
ipal and university 
IX. History of Accountancy 
X. Mathematics of Accounting and Fi- 
nance 
XI. Profession of Accountancy 
XII. Reports and Statements 
XIII. Special Problems and Miscellaneous 
XIV. Systems—General Works 
XV. Systems—Specialized 
XVI. Taxes and Tax Accounting 


Titles of books and names of publishers 
have been abbreviated; an index to pub- 


lishers’ names and addresses is included. 
Listings are in alphabetical order by 
author. The excuse for such an order of 
the specialized systems in Section XV is 
the resultant shortening of the list by two 
or three hundred lines. 

Few libraries will have any desire or 
need for all the items listed. The purpose is 
to present, not a definitive bibliography 
nor on the other hand a complete index 
to the literature, but rather to make avail- 
able a fairly comprehensive selection of 
materials to consider in building, expand- 
ing or appraising an accounting library 
for a college or University offering a wide 
variety of undergraduate and graduate 
work. 

The compilation has led to certain con- 
clusions: 

There are some excellent textbooks and a 
wealth of periodical literature, but taken 
as a whole the literature of accounting is 
neither rich nor extensive. Especially 
needed are genuine theoretical studies, as 
well as more definitive works such as 
those of the American Institute, the 
NACA, and the Municipal Finance Of- 
ficers Association. 

Needed are some historical studies, dis- 
cussions of the nature and place of the 
public accounting profession, applications 
of statistical theory to the testing-sampling 
of problems of auditing, an attack on the 
hard core of the problem of full disclosure 
in accountants’ reports, a generally accept- 
able terminology, something on account- 
ants’ liability, a proposed restatement of 
federal income tax law and regulations, 
and an approach to the solution of the 
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problems of changing price-levels, to in- 
dicate a few subjects ripe for treatment. 
Perhaps the development of the art 
of accounting as a body of convention, 
a language rather than a body of logic, 
accounts for the tendency of the leading 
publications to be committee and organi- 
zation projects aimed at uniformity; this 
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is all meritorious. But we also need more 
men like Paton, May, Canning, Finney, 
MacNeal, Moonitz, Sweeney, Montgom- 
ery, McKinsey, Camman, Sermon and the 
like, to point the way ahead. There is no 
dearth of subjects for doctoral disserta- 
tions, or for the writing of thoughtful, ex. 
perienced practicing accountants. 


I. BIBLIOGRAPHIES 


(see also references to bibliographies in other entries) 


Name 
Accountants’ Index, with 7 supp.’s through 1947 
Biblio. of Works on Acctg. (Amer.), 1796-1934 
Cost Accounting Bibliography 
Industrial Arts Index 
Journal of Acctncy Index, 1923-1940 
N.A.C.A. Complete Topical Index, 1920-1942 
Sources of Business Information 


Author, Publisher, Year 
American Institute of Accountants, 1920. . . 1948 
Harry C. Bentley and Ruth S. Leonard, 1935 
Alva L. Prickett, Indiana University, 1945 
Wilson, annual 
A.LA., 1941 and annually to date 
N.A.C.A., 1943 and quarterly since 
Edwin T. Coman, Jr., Prentice-Hall, 1949 


II. PERIODICALS 


Name 
Accountant 
Accountants Digest 
Accounting Review 
Arthur Andersen Chronicle 
Canadian Chartered Accountant 
Controller 
Cost Accountant 
C.P.A. 
Credit and Financial Management 
Internal Auditor 
Journal of Accountancy 
L.R.B.&M. Journal 
Municipal Finance 
N.A.C.A. Bulletin 
New York Certified Public Accountant 
Pathfinder Service Bulletin 
Survey of Current Business 
Taxes, the Tax Magazine 
Wall Street Journal 


Place, Publisher 
Herts, England; Gee and Company 
Burlington, Vermont; L. L. Briggs 
Urbana, Ill.; American Accounting Association 
Chicago; Arthur Andersen and Co. 
Toronto; Dominion Ass’n of Chartered Accountants 
New York; Controllers Institute of America 
Surrey, Eng.; Institute of Cost and Works Accountants 
New York; American Institute of Accountants 
New York; National Association of Credit Men 
New York; Institute of Internal Auditors 
New York; American Institute of Accountants 
New York; Lybrand, Ross Bros., and Montgomery 
Chicago; Municipal Finance Officers Association 
New York; National Ass’n of Cost Accountants 
New York; New York State Society of CPA’s 
Los Angeles; Charles R. Hadley & Co. 
Washington; U. S. Dept. of Commerce 
Chicago; Commerce Clearing House, Inc. 
New York, San Francisco, Dallas; Dow, Jones & Co. 


BOOKS 
Ill. ACCOUNTING: GENERAL WORKS, “CLASSICS,” AND MODERN POPULAR TEXTS 


Author 
American Accounting Association 


American Institute of Accountants 


Title Publisher, Year 
Acctg. Concepts and Standards Underlying 
Corporate Financial Statements AAA, 1948, Rev. 
Accounting Research Bulletins AIA, 1939 to date 
Contemp. Accounting (incl. biblio.) ATA, 1945 


Amory, Robert, Jr. 

Bangs, John R. and Henselman, G. R. 
Boyd, Ralph L. and Dickey, Robert I. 
Bray, F. Sewell 


Bray, F. Sewell and Sheasby, H. Basil 


Reports on Terminology 
Materials on Accounting 
Principles of Accounting 
Basic Accounting 


AIA, various 
Foundation, 1949 
Internat’l, 1950 
Rinehart, 1949 


The Measurement of Profit Oxford, 1950 
Precision and Design in Accountancy Gee, 1947 
Design of Accounts Oxford, 1947 


Brook 
Canni 
Collin 
Danie 
Dick 
Dicks 
Eggle 
Elwel 
Esque 
Finne 
Field 
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| Harv 
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Check List for an Accounting Library 


Author 
Brook, George C. 
Canning, John B. 
Collins, G. W. 
Daniels, M. B. 
Dicksee, Lawrence R. 


—— 


Dicksee, L. R. and Tillford, Frank 
Eggleston, De Witt Carl 

Elwell, F. H. 

Esquerre, Paul J. 

Finney, Harry A. 


Fjeld, E. I. and Sherritt, L. W. 


Foulke, Roy A. 

Gilman, Stephen 

Harvard University 

Hatfield, Henry Rand 

Hatfield, Sanders, T. H. and Burton, N. L. 
Himmelblau, David 


Holmes, Arthur W. and Meier, R. A. 


} Husband, G. R. and Schlatter, Wm. J. 


Jackson, J. Hugh 
Johnson, Arnold W. 


Karrenbrock, Wilbert and Simons, Harry 


Kester, Roy B. 


Lamberton, Robert A. 
Langer, Charles H. 


MacFarland, G. A. and Ayars, R. D. 
Mackenzie, Donald H. 

MacNeal, K. 

Mason, Perry 

May, George O. 

Newlove, G. H., Smith, C. A. and White, J. A. 


) Noble, Howard S. 


Norris, Harry 
Paton, W. A., editor 
Paton, William A. 


Paton, W. A. and Littleton, A. C. 

Pixley, Francis W. 

Reitell, C. and Van Sickle, C. L. 

Rorem, Clarence R. and Kerrigan, Harry D. 
Rosenkampff, Arthur H. and Wider, Wm. 
Saliers, Earl A. 


Title 
Accounting Principles and Practice 
Economics of Accountancy 
Intermediate Accounting 
Financial Statements 
Fundamentals of Accounting 
Advanced Accounting 
Depreciation, Reserves and Reserve Funds 
Goodwill and Its Treatment in the Accts. 
Modern Accounting Theory and Practice 
Elementary Accounting for Colleges 
Applied Theory of Accounts 
General Accounting 
Principles of Accounting, Intro. 
Principles of Accounting, Intermed. 
Principles of Accounting, Advanced 
Intermediate Accounting 
Advanced Accounting 
Balance Sheet of the Future 
Accounting Concepts of Profit 
Dickinson Lectures 
Modern Accounting 
Accounting Principles and Practices 
Fundamentals of Accounting 
Principles of Accounting 
Elementary Accounting 
Intermediate Accounting 
Advanced Accounting 
Introductory Accounting 
Accounting Principles 
Elementary Accounting 
Intermediate Accounting 
Advanced Accounting 
Intermediate Accounting 
Advanced Accounting 
Accounting Theory and Practice 
Principles of Accounting 
Advanced Accounting 
Fundamentals of Accounting 
Constructive Accounting 
Accounting Principles and Practice 
Advanced Accounting 
Accounting Fundamentals (film avail.) 
Fundamentals of Accounting 
Truth in Accounting 
Fundamentals of Accounting 
Financial Accounting 
Intermediate Accounting 
Accounting Principles 
Accounting Theory 
Accountants Handbook 
Accounting Theory 
Essentials of Accounting 
Advanced Accounting 
An Intro. to Corporate Acctg. Standards 
Accountants Dictionary 
Accounting Principles for Engineers 
Accounting Method 
Theory of Accounts 
Fundamentals of Accounting 
Modern Practical Accounting, Elem. 
Modern Practical Accounting, Adv. 
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Publisher, Year 
Irwin, 1946 
Ronald, 1929 
Ronald, 1946 
AAA, 1939 
Gee, 1921 
Pitman, 1916 
Gee, 1912 
Gee, 1906 
Wiley, 1930 
Ginn, 1945 
Ronald, 1914 
P-H, 1947 
P-H, 1948 
P-H, 1946 
P-H, 1946 
Ronald, 1942 
Ronald, 1946 
Dunn & Brad., 1941 
Ronald, 1939 
Harvard, various 
Appleton, 1909 
Ginn, 1940 
Ronald, 1947 
Ronald, 1942 
Irwin, 1949 
Irwin, 1949 
Irwin, 1950 
Pitman, 1949 
Hadley, 1945 
Rinehart, 1946 
Rinehart, 1947 
Rinehart, 1948 
Southwest., 1949 
Southwest., 1949 
Ronald, 1933 
Ronald, 1939 
Ronald, 1946 
Longmans, 1942 
Walton, 1944 
Walton, 1944 
Walton, 1944 
McGraw-Hill, 1947 
Macmillan, 1947 
Oxford, 1939 
Foundation, 1947 
Macmillan, 1943 
Heath, 1948 
Southwest., 1949 
Pitman, 1946 
Ronald, 1943 
Ronald, 1922 
Macmillan, 1949 
Macmillan, 1941 
AAA, 1940 
Gee, 1930 
McGraw-Hill, 1936 
McGraw-Hill, 1942 
Ronald, 1944 
Bus. Pub., 1935 
ATS, 1946 
ATS, 1946 
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Author 
Sanders, T. H., Hatfield, H. and Moore, U. 
Scovill, Hiram T. and Mayer, C. A. 
Specthrie, Samuel Waldo 
Sunley, Wm. T. and Carter, Wm. J. 
Sweeney, Henry W. 
Taylor, Jacob B. and Miller, Hermann C. 
Tunick, Stanley B. and Saxe, Emanuel 
White, John Arch 
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Title 
Statement of Accounting Principles 
Fundamentals of Accounting 
Industrial Accounting 
Corporation Accounting 
Stabilized Accounting 
Intermediate Accounting 
Fundamental Acctg., Theory and Practice 
Elementary Accounting 


IV. AUDITING AND INTERNAL AUDITING 


American Institute of Accountants 


Bacas, P., Rosenkampff, A. and Wider, W. 
Bell, William H. and Johns, Ralph S. 
Bennett, George E. 

Brink, Victor Z. 

Brink, Victor Z. and Cadmus, Bradford 
Byrnes, T., Baker, K., Smith, C. 
Cipriani, Alfred B. 

Davies, Ernest C. 

Dicksee, Lawrence Robert 

Eggleston, Dewitt C. 

Hanson, Arthur W. 

Himmelblau, David 

Holmes, Arthur W. 

Institute of Internal Auditors 

Keller, Albert Edward 

Kohler, E. L. 

LaSalle Extension Univ. 

Millet, J. I. 

Montgomery, Robert Hiester 


Montgomery, Lenhart, N. and Jennings, A. 


Nat’l. Retail Dry Goods Ass’n. 
Oehler, Christian 


Palmer, L. and Bell, W.; Rev. by Johns, R. 


Peloubet, M. E. 
Pratt, Lester A. 
Schmidt, Lawrence R. 
Staples, Frederick C. 


Thornton, F. W. 


Thurston, John B. 

Trouant, D. L. 

U. S. Federal Reserve Board 

U. S. Securities and Exchange Commission 
Wellington, C. Oliver 


Audit of Savings & Loan Associations 


Audits by C.P.A.’s, Their Nature and Signif. 


Case Studies in Auditing Procedure 
Case Studies in Internal Control 

Exam. of Finan. State. by Indep. P.A.’s 
Internal Control 

Statements on Auditing Procedure 
Tentative Statement of Aud. Standards 
Auditing Procedure 

Auditing 

Fraud, Its Control Through Accounts 
Internal Auditing 


Managerial Control Through Internal Aud. 


Internal Auditing in Industry 
Auditing 

Duties of the Junior Accountant 
Auditing 

Auditing; a pract. manual for auditors 
Auditing Procedure 

Auditing Theory and Its Application 
Investigations for Financing 

Auditing, Principles and Procedure 
Various Proceedings and Publications 
Embezzlement and Internal Control 
Auditing 

Auditing Procedure 

Bank Audits and Examinations 
Auditing, Theory and Practice 
Montgomery’s Auditing 

Manual on Internal Audit and Control 


Audits and Exams., Standards and Proceds. 


Accountants’ Working Papers 

Audit Working Papers 

Bank Frauds, their Detec. and Preven. 
Outline of Internal Auditing 

Preparing for the Auditors 
Standardized Audit Working Papers 
Duties of the Senior Accountant 
Financial Examinations 

Basic Int. Aud., Prin. and Techniques 
Int. Aud., A New Management Technique 
Financial Audits 

Verification of Financial Statements 
Accounting Series Releases (complete) 
Audit Working Papers 


V. BUDGETING AND CONTROLLERSHIP 


Anderson, David R. 
Bartizal, John R. 

Bliss, James H. 
Bradshaw, Thornton F. 


Practical Controllership 

Budget Principles and Procedure 
Management Through Accounts 
Developing Men for Controllership 


Publisher, Year 

AIA, 1938 

Heath, 1940 

P-H, 1947 
Ronald, 1944 
Harper, 1936 
McGraw-Hill, 1938 
P-H, 1950 

Heath, 1949 


AIA, 1940 

ATA, 1950 

AIA, 1947 to date 
AIA, 1950 

AIA, 1936 

AIA, 1948 

ATA 1939 to date 
AIA, 1947 
Ronald, 1948 
P-H, 1941 

AIA, 1930 
Ronald, 1941 
Brock, 1943 

ITA, 1950 

Ronald, 1948 
AIA, 1940 
Ronald, 1941 

Gee, 1945 

Wiley, 1947 
McGraw-Hill, 1942 
Ronald, 1947 
Irwin, 1945 

IIA, various 
Warner, 1946 
P-H, 1947 
LaSalle, 1944 
Ronald, 1941 
Ronald, 1940 
Ronald, 1949 
NRDGA, 1946 
Am. Book Co. 1949 
Ronald, 1950 
McGraw-Hill, 1949 
Ronald, 1947 
Stratford, 1946 
Counting, 1944 
Counting, 1949 
AIA, 1944 

AIA, 1933 
Internat’l, 1949 
Brock, 1943 

AIA, 1937 
USGPO, 1917, 1929 
USGPO, 1947 to date 
Van Nost., 1948 


Irwin, 1947 
P-H, 1940 
Ronald, 1924 
Harvard, 1950 
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Author 
Bradshaw, T. F. and Hull, Charles C. 
Controllers’ Institute of America 
Gardner, Fred V. 
Glover, John G. and Maze, Coleman L. 
Goetz, Billy E. 
Gregory, Homer E. 
Heckert, J. Brooks 
MacDonald, John H. 


McKinsey, James O. 


Rowland, F. H. and Harr, W. H. 
Sinclair, Prior 


Blocker, John Gary 


Camman, Eric A. 

Castenholz, William B. 

Clark, J. M. 

Dohr, J. L. and Inghram, H. A. 
Gillespie, Cecil M. 

Heckert, Josiah Brooks 
Henrici, Stanley B. 

Lang, Theodore (ed.) 

Langer, Charles H. 

LaSalle Extension University 
Lawrence, William Beaty 
Longman, Donald R. 

March, James H. 

McNair, Malcolm P. et al. 

Metropolitan Life Insurance Company 
National Association of Cost Accountants 
Neuner, John Joseph William 

Newlove, George H. and Garner, S. Paul 
Reiteil, Charles and Harris, G. L. 
Sanders, Thomas H. 

Schlatter, Charles F. 

Scovell, Clinton 

Sermon, Joseph 

Sherwood, J. F. and Chase, F. T. 
Specthrie, Samuel W. 

Taggart, Herbert F. 

Van Sickle, Clarence L. 


Accountants Manual 

American Institute of Accountants 
Arco Civil Service Publishing Co. 
Cathcart, Wallace D. 

Chamberlain, Henry T. 

Collins, George William 

Kohler, E. L 

Langer, Charles, H. 

LaSalle Extension University 


Lavine, A. Lincoln 
Marder, L. 
Schmidt, Leo A. 


Title 
Controllership in Modern Management 
Annual Meetings Proceedings 
Variable Budget Control 
Manageriai Control 
Management Planning and Control 
Accounting Reports in Bus. Management 
Business Budgeting and Control 
Controllership, Its Functions and Tech. 
Practical Budget Procedure 
Budgetary Control 
Managerial Accounting 
Budgeting for Management Control 
Budgeting 


I. COST ACCOUNTING 


Cost Accounting 

Essentials of Cost Accounting 

Basic Standard Costs 

Cost Accounting Procedure 

Studies in the Econ. of Overhead Costs 
Cost Accounting Principles and Practice 
Accounting Procedure for Standard Costs 
Introductory Cost Accounting 

The Anal. & Control of Distrib. Costs 
Standard Costs for Manufacturing 
Cost Accountants Handbook 

Cost Accounting 

Cost Accounting Procedure 

Cost Accounting 

Cost Accounting for War Production 
Distribution Cost Analysis 

Cost Accounting 

Distribution Costs 

Accounting for Distribution Costs 
Yearbooks 

Cost Accounting Prin. and Practices 
Elementary Cost Accounting 

Cost Acctg.; Principles and Methods 
Cost Accounting for Control 

Cost Accounting 

Cost Accounting and Burden Application 
Integral Accounting 

Principles of Cost Accounting 

Basic Cost Accounting 

Cost Prin. in Minimum Price Reg. 
Cost Accounting 


VII. EXAMINATIONS 


Chartered Acctnt. Questions and Answers 
Examination Questions and Answers 
Accounting and Auditing Assistant, ef al. 
Commercial Law Questions 

CPA Coaching Course and Solutions 
Accounting Problems, Solutions 
Advanced Accounting Problems, Solutions 
Examination Coaching 


CPA Exams. and How to Prepare for Them 


Answers to Examination Questions 


Man. on Comm. Law (incl. ind. to quest.) 


CPA Review: Auditing and Theory; Law 
Civil-Service Examination Courses 
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Publisher, Year 
Irwin, 1949 
CIA, various 
McGraw-Hill, 1940 
Ronald, 1937 
McGraw-Hill, 1949 
Ronald, 1928 
Ronald, 1946 
CIA, 1940 
P-H, 1939 
Ronald, 1922 
U. of Chi., 1924 
Harper, 1945 
Ronald, 1934 


McGraw-Hill, 1948 
McGraw-Hill, 1950 
AIA, 1932 

LaSalle, 1931 

U. of Chi., 1923 
Ronald, 1946 
Ronald, 1935 
Ronald, 194i 
Ronald, 1940 

P-H, 1947 

Ronald, 1944 
Walton, 1944 
LaSalle, 1944 

P-H, 1946 

P-H, 1942 

Harper, 1941 
McGraw-Hill, 1949 
Harvard, 1941 
MLIC, 1939 
NACA, annual 
Irwin, 1947 

Heath, 1949 
Internat’l, 1948 
McGraw-Hill, 1934 
Wiley, 1947 
Appleton, 1920 
Gee, 1943 
Southwest., 1942 
P-H, 1950 

U. of Mich., 1938 
Harper, 1938 


Gee, 1894 to date 
AIA, 1917 to date 
Arco, 1944 
Pacioli, 1947 
P-H, 1949 
Ronald, 1947 
P-H, 1947 
Walton, 1944 
LaSalle, 1944 
LaSalle, complete 
P-H, 1948 
Concise, 1947 
Pergande, various 
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Author Title Publisher, Year 
Strain, Myron Auditing Questions Pacioli, 1946 Johnso1 
Taylor, Jacob B. and Miller, H. C. CPA Problems, Questions and Solutions McGraw-Hill, 1941 Langer 
Teevan, John C. CPA Law Questions and Answers Ronald, 1947 Schlauc 
Winter, Sidney G. CPA Review (includes bibliography) P-H, 1946 Smail, 
VIII. FUND ACCOUNTING: GOVERNMENTAL, MUNICIPAL, AND UNIVERSITY —. 
American Institute of Accountants Conference on Federal Govt. Acctg. ATA, 1944 Van T' 
Bartelt, Edward F. Accounting Procedures of U. S. Govt. P.Ad.S., 1940 
Buck, A. E. Public Budgeting Harper, 1929 
——— Budgeting for Small Cities P.Ad.S., 1931 ‘ 
Chatters, Car! H. Accounting Manual for Small Cities MFOA, 1933 Ameri 
Chatters, C. H. and Hillhouse, Albert M. Local Government Debt Administration P-H, 1939 ; 
Chatters, C. H. and Tenner, Irving Mun. and Gov. Acctg. (incl. biblio.) P-H, 1947 Ameri 
“Hoover Commission” Budget. & Acctg., rep. to Cong., and App. A USGPO, 1949 Carey, 
Langer, Charles H. Municipal Accounting Lectures Walton, 1944 Comm 
Morey, Lloyd University and College Accounting Wiley, 1930 North 
Morey, Lloyd and Diehl, O. W. Municipal Accounting Prin. and Procedure Wiley, 1942 Rich, 
Morey, Lloyd and Hackett, Robert P. Fundamentals of Governmental Accounting Wiley, 1942 Richa 
Municipal Finance Officers’ Ass’n. Accounting for Gov’t-Owned Motor Equip. MFOA, 1940 Scudd 
——. Accounting for Government Supplies MFOA, 1940 
Municipal Finance Officers’ Association Accounting for Public Property MFOA, 1939 
—— County Finance and Acctg. Standards MFOA, 1937 
a Governmental Cost Accounting MFOA, 1940 nee 
Manual of Water Works Accounting MFOA, 1938 
— Muni. Budget Proc. and Budgetary Acctg. MFOA, 1942 _ 
en Stan. Prac. in Muni. Acctg. and Finance MFOA, 1943 Bell ! 
Nat’! Committee on Municipal Acctg. Municipal Accounting Statements NCMA, 1941 “e 
pc Municipal Accounting Terminology NCMA, 1936 — 
Municipal Audit Procedure NCMA, 1941 
Stan. Class. of Muni. Rev. and Expend. | NCMA, 1939 Gon 
Nat’! Committee on Standard Reports for Financial Reports for Colleges and Univ. U. of Chi., 1935 Clim 
Institutions of Higher Learning . 
Naylor, E. E. Federal Budget System in Operation Columbus, 1941 LR 
Federal Accounting Daniel, 1944 — 
New York (city) Comptroller Man. of Expense Accounts—Finding List NY: Comp., 1944 a 
Public Administration Service Hand. of Fin. Admin., Common. of Ky. PAS, 1937 Ken 
Scheps, Clarence Acctg. for Colleges and Universities La. St. U., 1949 jn 
Seckler-Hudson, Catheryn Evol. of Budget. Concept in Fed. Gov. Am. Univ., 1944 on 
Selko, Daniel T. Federal Financial System Brookings, 1940 Mel 
Tannery, Fladger F. State Accounting Procedures PAS, 1943 noo 
Tenner, Irving Finan. Admin. of Muni. Utilities PAS, 1947 = 
U. S. Fed. Emer. Admin. of Public Works Man. Fin. and Acctg. Pro. for Pub. Bodies USGPO, 1934 a 
IX. HISTORY OF ACCOUNTANCY AND ACCOUNTING Pat 
Bosanquet, Eustace An Early Printed Account Book Gee, 1931 / “a 
Brown, Richard History of Accounting and Accounts Edinburgh, 1905 Sta 
Green, Wilmer L. History and Survey of Accountancy Standard, 1930 = 
Jordon, William G. C. W. Haskins, an Am. Pioneer in Acctncy. P-H, 1923 Un 
Lane, Frederick C. A. Barbarigo, Mer. of Venice, 1418-1449 Johns Hopkins, 1944 U 
Littleton, A. C. Accounting Evolution to 1900 AIA, 1933 ao 
Lybrand, Ross Bros. and Montgomery Fiftieth Anniversary, 1898-1948 LRB&M, 1949 Wa 
May, George O. 25 Years of Accounting Responsibility AIA, 1942 
Peragallo, Edward Origin and Evol. of Double Entry Bkpg. AIA, 1938 
Rankin, R. G. What’s Behind the Financial Statement Doubleday, 1949 
U. S. Treas. Dept. Comm. on Auditing The Acctg. Sys. of the U. S. 1789-1910 USGPO, 1911 All 
Woolf, Arthur H. Short History of Accounts and Acctg. Gee, 1912 An 
X. MATHEMATICS OF ACCOUNTING AND FINANCE | ft 
Ayres, Milan V. Instalment Mathematics Handbook Ronald, 1946 Ba 
Curtis, Arthur B. and Cooper, John H. Mathematics of Accounting P-H, 1947 


~ Hart, William L. Mathematics of Investment Heath, 1946 Bs 


Vear 


1941 


1944 


Author 


Johnson, Stone, Cross and Kircher 
Langer, Charles and Gill 

Schlauch, Wm. S. and Lang, Theodore 
Smail, Lloyd L. 

Specthrie, Samuel Waldo 

Trefftzs, K. L. and Hills, E. J 

Van Tuyl, George H. 
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Title 
Yields of Bonds and Stocks 
Mathematics of Accounting and Finance 
Math. of Business and Finance with Tables 
Preparatory Business Mathematics 
Mathematics for the Accountant 
Mathematics of Business and Accounting 
Business Arithmetic 


XI. PROFESSION OF ACCOUNTANCY 


American Institute of Accountants 


American Accounting Association 
Carey, John L. 

Commerce Clearing House, Inc. 
Northwestern University 

Rich, Wiley D. 

Richardson, A. P. 

Scudder, Lawrence W. 


Misc. Pubs. (ann. meet., com. rep., mem. 
lists, “pub. rel.” rel., year.) 

Misc. Rel., Proc. (pred. org.), Roster 

Professional Ethics of Public Acctg. 

Accountancy Law Reporter 

Ethical Problems of Modern Accountancy 

Legal Rights and Respon. of Public Acctnts. 

Ethics of a Profession 

Accounting as a Career 


XII. REPORTS AND STATEMENTS 


American Institute of Accountants 

American Management Association 

Annual Reports of Corporations 

Baker, Ray P. and Howell, Almonte C. 

Bell, William H. 

Clapp, John M. 

Foulke, Roy A. 

Gaum, C. G., Graves, H. F. 
man, L. S. 

Gilman, Stephen 


and Hoff- 


Greidinger, B. Bernard 
Guthmann, Harry George 
Hall, Ray O. 

Kennedy, Ralph D. 

Lutz, R. R. 

McLaren, N. Loyall 
Merrill, Lynch, Pierce, Fenner and Beane 
Mills, Frederick C. 

Myer, J. N. 

New York Stock Exchange 
Paton, William A. 

Random House 


’ Sanders, Thomas H. 


Staples, Frederick C. 

Stockton, John R. 

University of Chicago Press 

U. S. Securities and Exchange Commission 


Wall, Alexander 


Acc. Tech. used in Pub. Corp. Ann. Rep. 
Preparation of Company Annual Reports 
Various 

Preparation of Reports 

Accountants Reports 

Accountants’ Writing 

Practical Financial Statement Analysis 
Report Writing 


Analyzing Financial Statements 

What the Figures Mean 

Prep. and Cert. of Financial Statements 
Analysis of Financial Statements 
Tabular Presentation, Handbook of 
Financial Statements 

Graphic Presentation Simplified 

Annual Reports to Stockholders 

How to Read a Financial Report 
Statistical Methods 

Financial Statement Analysis 

App. Orig. List. Stock, Bond, Sub. App. 
Corp. Profits as Shown by Audit Reports 
American College Dictionary 

Company Annual Reports 

The Monthly Financial Statement 
Introduction to Business Statistics 

A Manual of Style 

Annual Reports 

Regulations S-X, Form 10-K and Instruc. 
Basic Financial Statement Analysis 


XIII. SPECIAL PROBLEMS AND MISCELLANEOUS 


Alford, L. P. and Bangs, John R. 
American Management Association 


Armstrong, C. V. 
Baer, Julius B. and Saxon, Olin G. 


Banks, Charles S. 


Production Handbook 

Sel. Pubs. in Office Manag. Series, Finan. 
Man. Ser., Insur. Man. Ser. 

Ind. Prop. Rec. for Acctg. and Val. Uses 

Commodity Exchanges and Futures Trad- 
ing 

Treatise on Bankruptcy for Accountants 
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Publisher, Year 
P-H, 1938 
Walton, 1940 
Ronald, 1937 
Ronald, 1947 
Ronald, 1940 
Harper, 1947 
ABC, 1947 


AIA, current 
AAA, various 
AIA, 1946 
CCH, current 
NWU, 1933 
AIA, 1935 
AIA, 1931 

F & W, 1939 


AIA, 1949 

AMA, 1946 
Current 

Ronald, 1938 
Ronald, 1949 
Ronald, 1948 
McGraw-Hill, 1950 
P-H, 1942 


Ronald, 1934 
Ronald, 1944 
Ronald, 1950 
P-H, 1942 
Ronald, 1943 
Irwin, 1946 

F & W. 1949 
Ronald, 1947 
MLPF&B 

Holt, 1938 
P-H, 1941 
NYSE, various 
NBER, 1935 
Random, 1948 
Harvard, 1949 
Counting, 1950 
Heath, 1947 

U. of Chi., 1949 
USGPO, annual 
USGPO, current 
Harper, 1942 


Ronald, 1944 
AMA, various 


Iowa Univ., 1944 


Harper, 1949 
LaSalle, 1939 
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Author 


Berle, Adolph A, and Means, Gardiner C. 


Bogen, Jules Irwin 

Bonbright, J. C. 

Brown, Stanley M. and Doris, Lillian 
Burns, A. F. and Mitchell, Wesley C. 
Childs, William Herbert 

Devine, Carl T. 

Dewing, Arthur Stone 

Dewhurst, J. Frederic et al 

Dillavou, Essel R. and Howard, Chas. G 
Ettinger, R. P. and Golieb, D. E. 
Fairchild Financial Publications Corp. 
Finney, H. A. 

Gee, Edward F. 

Gordon, Saul 

Grange, W., Staub, W. and Blackford, E. 
Grant, Eugene L. and Norton, Paul T. 
Grant, Eugene L. 

Hauser, P. M. and Leonard, W. R. 
Horton, Byrne Joseph 

Jacoby, Niel H. and Saulnier, R. J. 
Jordan, David Francis 

Kehl, Donald 

Kester, Roy B. 

Langer, Charles H. 

Lasser, J. K. 


Leake, Percy Dewe 


Lewis, Edwin J. B. 
MacDonald, John H. 
Marple, H. P. 

Maze, Coleman L. (ed.) 
McNair, Malcolm Perrine 


Moody’s Investors Service 

Moonitz, Maurice 

Moore, Frank S. 

Nash, L. R. 

Nat’! Association of Cost Accountants 
Nat’! Ass’n. of Credit Men 

Nat’! Ass’n. of RR and Utilities Comm. 
Neuschel, R. F. and Johnson, H. T. 
Newlove, George H. 

O’Neill, Hugh 

Polisher, Edward N. 

Prentice-Hall, Inc. 

Reitell, C. 

Rosenblum, Leo 


Saliers, Earl A. 

Saulnier, R. J. and Jacoby, Neil H. 
Scharff, Maurice R. 

Spencer, W. H. 

Tonne, Herbert A. and Pophan, Freeman 
Trachtmann, Joseph 

U. S. Dept. of Commerce 

U. S. Government Information Service 
U. S. War and Navy Depts. 


The Accounting Review 


Title 
Modern Corporation and Private Property 
Financial Handbook 
Valuation of Property 
Business Executive’s Handbook 
Measuring Business Cycles 
Consolidated Financial Statements 
Inventory Valuation and Periodic Income 
Financial Policy of Corporations 
America’s Needs and Resources 
Principles of Business Law 
Credits and Collections 
Fin. Man. (tex., apparel and rel. fields) 
Consolidated Statements 
Eval. Receiv. and Inven. for Cred. Anal. 
Modern Annotated Forms of Agreement 
Wills, Executors and Trustees 
Depreciation 
Principles of Engineering Economy 
Government Statistics for Business Use 
Dictionary of Modern Economics 
Business Finance and Banking 
Jordan on Investments 
Corporate Dividends 
Depreciation 
Mergers and Consolidations 
Business Executives Guide 
How Speed Settle. Your War Contract 
Commercial Goodwill 
Depreciation and Wasting Assets 
Consolidated Statements 
Office Management 
Capital Surplus and Corporate Net Worth 
Office Management Handbook 
Oper. Results of Dept. and Spec. Stores 
The Retail Method of Inventory 
Financia] Manuals (various) 
Entity Theory of Consol. Statements 
Legal Protection of Goodwill 
Anatomy of Depreciation 
Control and Valuation of Inventories 
Credit Manual of Commercial Laws 
Report of the Committee on Depreciation 
How to Take Physical Inventory 
Consol. Stat., Incl. Mergers and Consol. 
Modern Pension Plans 
Estate Planning and Estate Tax Saving 
Corporation Course 
Goy. Contract Procedure and Accounting 
Profits, Dividends and the Law 
Adjus. of Insur. Loss Claims on Merch.; 
Acctg. Problems and Procedures 
Depreciation, Principles and Application 
Accounts Receivable Financing 
Depreciation of Public Utility Property 
A Textbook of Law and Business 
Methods of Teaching Business Subjects 
Estate Planning 
Stat. Abstract of the U. S. (current) 
U. S. Gov’t Manual (current) 
Explanation of Principles for Determination 
of Costs under Gov’t. Contracts 


Publisher, Year 
Macmillan, 1933 
Ronald, 1948 
McGraw-Hill, 1937 
P-H, 1947 
NBER, 1946 
Cornell, 1949 
Ronald, 1942 
Ronald, 1941 
20th Cent., 1947 
P-H, 1948 
P-H, 1949 
Fairchild, annual 
P-H, 1922 
Bankers, 1943 
P-H, 1940 
Ronald, 1950 
Ronald, 1949 
Ronald, 1950 
Wiley, 1946 
PAP, 1948 
NBER, 1947 
P-H, 1946 
Ronald, 1941 
Ronald, 1924 
Walton, 1944 
McGraw-Hill, 1945 
McGraw-Hill, 1945 
Pitman, 1930 
Gee, 1923 
Ronald, 1942 
P-H, 1947 
Ronald, 1936 
Ronald, 1947 
Harvard, annual 
Shaw, 1925 
Moody’s, annual 
AAA, 1944 
Ronald, 1936 
PUR, 1947 
NACA, 1941 
NACM, 1948 
SLR, 1943 
McGraw-Hill, 1946 
Heath, 1948 
P-H, 1947 
Bisel, 1943 
P-H, 1950 
P-H, 1942 
Ronald, 1936 


King’s, 1948 
Ronald, 1922 
NBER, 1943 
Burnstein, 1941 
McGraw-Hill, 1938 
Gregg, 1949 

PLI, 1949 
USGPO miscel. 
USGPO miscel. 


USGPO, 1942 
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Author 
U.S. War and Navy Depts. 
U. S. War Contracts Price Adjust. Board 
White, Joseph Lowell 
Wildman, John Raymond 
Yang, Ju Mei 


Title 
Joint Term. Reg., rev., and appendices 
Renegotiation Regulations 
Analysis of Railroad Operations 
Capital Stock Without Par Value 
Goodwill and Other Intangibles 


XIV. SYSTEMS—GENERAL WORKS 


Baily, H. Heaton 

Burroughs Adding Machine Co. 

Dartnell Corp. 

Gordon, Wm. D. and Lockwood, Jeremiah 
Hadley, Chas. R. Co. 


tHeckert, J. Brooks 


International Bus. Machines Corp. 
Lasser, J. K. et al. 
Lasser, J. K. e¢ al. 


Nat’! Ass’n of Cost Accts. 
Nat’! Industrial Recovery Admin. 


«Nelson, Oscar S. and Maxwell Arthur D. 


Neuner, J. J. W. and Neuner, U. J. 
Prentice-Hall, Inc. 

Strain, Myron and Karg, Floyd P. 
Thompson, W. R. 

U.S. Dept. of Commerce 

U.S. Dept. of Labor 


Specialized Accounting Systems 

Acctg. and Stat. Mach. and Applications 

Planning and Preparing Office Manuals 

Modern Accounting Systems 

Acctg. Manuals; Pathfinder Service Bull.; 
Payroll and Employee Records 

Acctg. Systems, Design and Installation 

Machine Methods of Accounting 

Handbook of Accounting Methods (biblio.) 

Handbook of Cost Accounting Methods 
(biblio.) 

Avail. Unif. Syst. of Tr. Assns. (biblio.) 

Code Auth. Unif. Acctg. Manuals (various) 

Accounting Systems 

Acctg. Systems, Install. and Procedures 

Business Ideas Handbook 

Specialized Phases of Acctg. Practice 

Acctg. Sys., their design and installation 

Indust. Ser.: “Establishing and Operating” 
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Inc. Tax and Social Security Course 

Federal Income Tax Acctg. 

Law of Federal Income Taxation 

Mont.’s Fed. Taxes, Corps. and Partner- 
ships 

Mont’s Fed. Taxes, Est., Trusts and Gifts 

Proceedings 

American Federal Tax Reports 

Federal Tax Course 

Federal Tax Guide 

Federal Tax Service 

Internal Revenue Code 

State and Local Tax Service 

Fed. Income, Gift and Estate Taxation 

Leg. Hist. of Excess-Profits Tax Law 

Leg. Hist. of Fed. Income Tax Law 

Federal Tax Accounting 

Fed. Taxation for the Lawyer 

Federal Tax Reform 


Publisher, Year 
USRP, 1932 
USGPO, 1940 
USGPO 
USGPO, 1936 
USGPO, 1944 
UTA, 1938 
HOCH, 1945 
Walker, 1945 
Pitman, 1937 
USGPO, 1945 
WCLA, 1944 
LOMCo., 1934 
Pitman, 1949 
WI, 1928 
Bankers, 1948 
Physicians, 1928 


CCH, 1946 
P-H, 1944 

P-H, 1950 
Longmans, 1940 
P-H, 1949 
Harvard, 1949 
CCH, annual 
CCH, annual 
CCH, annual 


Am. Council Pub. 


Aff., 1943 
U. of TIl., 1944 
LCPCo., 1949 
Ronald, 1948 
Walton 
LaSalle 
LaSalle, 1941 
S&S, 1949 
S&S, annual 
S&S, annual 
S&S, annual 
Ronald, 1945 
CCH, 1948 
P-H, 1948 
Ronald, 1940 
Callaghan, annual 


Ronald, 1949-50 
Ronald, 1949-50 
NTA, various 
P-H, current 
P-H, annual 
P-H, annual 
P-H, annual 
P-H, annual 
P-H, annual 
Bender, current 
P-H, 1947 

P-H, 1938 
Southwest., 1944 
P-H, 1947 

U. of Chi., 1950 


Stanl 
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U. S. 
U. S. 
Vick 
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Am. 
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App 
ARC 
ATS 
Ban 
Barr 
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IL 
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Author Title Publisher, Year 
Smith, DanThroop and Butters, J. Keith Taxable and Business Income NBER, 1949 
Stanley, Joyce and Kilcullen, Richard The Federal Income Tax TCP, 1948 
State Tax Commissions Law, Rules and Regulation Various, current 
Tax Institute Symposia TI, various 
U. S. Bureau of Internal Revenue Int. Rev. Res. (1.R.B.’s, T.D.’s etc.) USGPO, complete 
U. S. Bureau of Labor Statistics Explanation and Dept. Store Inventory 

Price Indexes for use in LIFO USGPO, 1941-47 

U. S. Tax Court (and Board of Tax Appeals) Reports USGPO, complete 
Vickrey, William Agenda for Progressive Taxation Ronald, 1947 
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AAA American Accounting Association, University of Illinois, Urbana. 
AIA American Institute of Accountants, American Institute Publishing Co., 270 Madison Ave., 
New York 16. 
AMA American Management Association, 330 W. 42 St., New York 18. 


Am. Book Co., ABC American Book Company, 88 Lexington Ave., New York 16. 
Am. C. on Pub. Aff. American Council on Public Affairs, Public Affairs Press, 2153 Florida Ave., Washington 8, 


D.C. 
Am. Univ. American University Press, 1901 F St. N. W., Washington 6, D. C. 
Appleton Appleton-Century-Crofts, Inc., 35 West 32nd Street, New York 1. 
ARCO ARCO Civil Service Publishing Co., 480 Lexington Ave., New York 17. 
ATS American Technical Society, 850 East 58th Street, Chicago 37. 
Bankers Bankers Publishing Co., Cambridge 42, Mass. 
Barron’s Barron’s Publishing Co., 44 Broad St., New York. 
Bender Mathew Bender & Co., 109 State St., Albany 1, N. Y. 
Bentley Harry C. Bentley, 921 Boylston St., Boston, Mass. 
Bisel George T. Bisel Co., 710 S. Washington Sq., Philadelphia 6, Pa. 
Brinton Brinton Associates, 36 West 59th St., New York 
Brock Brock & Wallston, 39 Atlantic St., Stamford, Conn. 
Brookings Brookings Institution, 722 Jackson Pl. N. W., Washington 6, D. C. 
Burstein Burstein & Chappe, 165 Duane St., New York. 
Bus. Pub. Business Publications Inc. (see Irwin). 
Callaghan Callaghan & Co., Inc., 401 E. Ohio St., Chicago 11. 
CCH Commerce Clearing House, Inc., 214 N. Michigan Ave., Chicago 1. 
CIA Controllers Institute of America, 1 East 42nd St., New York 17. 
Columbia Columbia University Press, 2960 Broadway, New York 27 
Columbus Columbus University, c/o Hayworth Printing Co., 629 G St. N. W., Washington, D. C. 
Concise Concise Text Press, Box 824, Church Street Annex, New York 8. 
Cornell Cornell University Press, 124 Roberts Pl., Ithaca, N. Y. 
Counting Counting House Publishing Co., 735 N. Water St., Milwaukee 3. 
Daniel Daniel Press, 3101 Rittenhouse St. N. W., Washington, D. C. 
Dartnell Dartnell Corporation, 4660 Ravenswood Ave., Chicago 40. 
Doubleday Doubleday and Co., Inc., 14 W. 49th St., New York 20. 
Dun & Brad. Dun and Bradstreet, Inc., 290 Broadway, New York 8. 
Fairchild Fairchild Publications, 7 East 12th St., New York 3. 
Foundation Foundation Press, Inc., 268 Flatbush Ave., Brooklyn 1, N. Y. 
F&W Funk and Wagnalls Co., 153 E. 24th St., New York 10. 
Gee Gee and Company, 27 Basinghall St., London EC2. 
Ginn Ginn and Company, 15 Ashburton Pl., Boston 17. 
Hadley Charles R. Hadley Co., 330 N. Los Angeles St., Los Angeles 12. 
Harper Harper and Bros., 49 East 33rd St., New York 16. 
Harvard Harvard University Press, Cambridge 38, Mass. 
Heath D. C. Heath and Co., 285 Columbus Ave., Boston 16. 
Holt Henry Holt and Co., 257 Fourth Ave., New York 10. 
IIA Institute of Internal Auditors, Inc., 120 Liberty St., New York 6. 
Indiana Indiana University, Bloomington, Indiana. 
International International Textbook Co., 1001 Wyoming Ave., Scranton 9, Pa. 


Irwin Richard D. Irwin, Inc., 3201 S. Michigan Ave., Chicago 16. 
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Johns Hopkins 
Kings 
LaSalle 
LCPCo. 
Longmans 
Macmillan 
McGraw-Hill 
MLIC 
MLPF&B 
MFOA 
Moody’s 
NACA 
NACM 
NBER 
NCMA 
Norton 
NRDGA 
NTA 
NWU 
Oxford 
Pacioli 
PAIS 
PAP 
PAS, P. Ad. Ser. 
Pergande 
P-H 
Pitman 


PLI 

PUR 
Random 
Rinehart 
Ronald 
S&S 

Shaw 
Simmons 
SLR 
Southwest. 
Standard 
Stanford 
Stratford 
‘FCP 

TI, Tax Inst. 
20th Cent. 
U. of Chi. 
U. of Ill. 
U. of Mich. 
USGPO 
Van Nost. 
Walton 
Warner 
Wiley 
Wilson 
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Johns-Hopkins Press, Homewood, Baltimore 18. 
Kings Crown Press, 2960 Broadway, New York 27. 
LaSalle Extension University Press, 417 S. Dearborn St., Chicago 5. 
Lawyers Cooperative Publishing Co., Rochester, N. Y. 
Longmans, Green and Co., Inc., 55 Fifth Ave., New York 3. 
Macmillan Co., 60 Fifth Ave., New York 11. 
McGraw-Hill Book Co., Inc., 330 West 42nd St., New York 18. 
Metropolitan Life Insurance Co., Policyholders Service Bureau, New York. 
Merrill, Lynch, Pierce, Fenner & Beane, 70 Pine St., New York 5. 
Municipal Finance Officers Association, 1313 East 60th, Chicago 37. 
Moody’s Investors Service, 65 Broadway, New York 6. 
National Association of Cost Accountants, 505 Park Ave., New York 22. 
National Association of Credit Men, 1 Park Ave., New York 16. 
National Bureau of Economic Research, Inc.; 1819 Broadway, New York 23. 
National Committee on Municipal Accounting, 1313 East 60th, Chicago 37. 
W. W. Norton & Co., Inc., 101 Fifth Ave., New York 3. 
National Retail Dry Goods Association, 100 West 31st St., New York 1. 
National Tax Association, Box 1799, Sacramento 8, Calif. 
Northwestern University, Evanston, Ill. 
Oxford University Press, 114 Fifth Ave., New York 11. 
Pacioli Press, 324 Clay St., San Francisco 11. 
Public Affairs Information Service, 11 W. 40th St., New York 18. 
Public Affairs Press, 2153 Florida Ave., Washington 8, D. C. 
Public Administration Service, 1313 East 60th, Chicago 37. 
Pergande Publishing Co., Milwaukee, Wis. 
Prentice-Hall, Inc., 70 Fifth Ave., New York 11. 
Pitman Publishing Corp., 2 W. 45th St., New York 19. 
Sir Isaac Pitman & Sons, Ltd., 39 Parker St., Kingsway, London, WC 2. 
Practicing Law Institute, 57 William St., New York 5. 
Public Utilities Reports, Inc., Munsey Bldg., Washington, D. C. 
Random House, Inc., 457 Madison Ave., New York 22. 
Rinehart & Co., Inc., 232 Madison Ave., New York 16. 
Ronald Press Co., 15 East 26th St., New York 10. 
Simon and Schuster, Inc., 1230 Ave. of the Americas, New York 20. 
See McGraw-Hill 
Simmons-Boardman Publishing Corp., 30 Church St., New York 7. 
State Law Reporting Co., 30 Vesey St., New York. 
South-Western Publishing Co., Inc., Cincinnati 2, Ohio. 
Standard Text Press, 250 W. 57th St., New York. 
Stanford University Press, Stanford Univ., Calif. 
Stratford House, Inc., 52 Vanderbilt Ave., New York 17. 
Tax Club Press, 822 Madison Ave., New York 21. 
Tax Institute, 150 Nassau St., New York 7. 
Twentieth Century Fund, 330 W. 42nd, New York 18. 
University of Chicago Press, 5750 Ellis Ave., Chicago 37. 
University of Illinois Press, Urbana, Ill. 
University of Michigan Press, Ann Arbor, Mich. 


United States Government Printing Office, Supt. of Documents, Washington 25. 


D. Van Nostrand Co., Inc., 250 Fourth Ave., New York 3. 

Walton Publishing Co., 332 S. Michigan Ave., Chicago. 

Warner-Arms Publishing Co., 1232 9th St. N. W., Washington 1, D. C. 
John Wiley & Sons, Inc., 440 Fourth Ave., New York 16. 

H. W. Wilson Co., 950 University Ave., New York 52. 
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THE TEACHERS’ CLINIC 


S. GARNER 


Epitor’s Note: Many of the experienced teachers, as well as some of the new ones, have developed 
devices and techniques for the presentation of certain of the knotty aspects of accounting, and it is 
felt that such suggestions might well be made available to the other members of the teaching profession 
through The Teachers’ Clinic. Accordingly, contributions are hereby invited. Please address all corre- 
spondence to S. Paul Garner, School of Commerce and Business Administration, University, Alabama. 


ILLUSTRATIONS TO AID IN EXPLAINING THE TWO 
METHODS OF PRICING INVENTORY ACTIVITY 


ROLAND W. FuNK 
University of California at Los Angeles 


The “‘cost of goods available for sale” 
is generally understood to consist of (1) 
the costs incurred in acquiring goods in 
the current period plus (2) any acquisition 
costs deferred from preceding periods. The 
allocation of such acquisition cost to cost- 
of-goods-sold and ending inventory may 
be accomplished by several methods, in- 
cluding the “‘retail’’ method and the 
“gross profit” method. The similarities and 
dissimilarities of these two methods seem 
to have been neglected or overlooked in 
accounting textbooks. 

It may be observed that both of these 
methods are similar in that they reduce 
the sales price related to a group of units 
by an amount of estimated gross margin, 
with the resulting figure in each case being 
used as the basis for making an allocation 
of the cost of goods available. But the two 


“Gross Profit” Method 


1. Cost of Goods Available for sale........ $26,800 
2. Retail price of the umits sold. . 28 ,000 
3. Less: The estimated gross margin (333% ) 9,333 
4. Estimated cost of the unitssold........ 18,667 
5. Residual—the estimated cost of enmetes in- 
ventory (item 1 less item 4).. As 8,133 
Goods Sold 


methods differ in that “gross profit”’ meth- 
od starts by reducing selling price of units 
sold, while the “retail” method begins by 
reducing the selling price of unsold units. 

Under the “gross profit’? method the 
computed amount—the estimated cost of 
goods sold—is the portion of the cost of 
goods available which is allocated to umits 
sold, with the residual being the portion 
allocated to unsold units and deferred to a 
subsequent period. On the other hand, 
under the “‘retail”” method the computed 
amount—the estimated cost of ending in- 
ventory—is the portion of the cost of 
goods available which is allocated to the 
unsold units, with the residual being the 
portion allocated to the units sold. 

The similarities and contrasts of these 
two methods are illustrated in the follow- 
ing example: 


“Retail” Method 
1. Cost of Goods Available for sale........ $26,800 
2. Retail price of the unsold units . 12,200 
3. Less: The estimated gross margin (334% %) 4,067 
4. Estimated cost of the unsold units. ..... 8,133 
5. Residual—the estimated cost of goods 
sold (item 1 less item 4)............... $18 , 667 
Selling Gross 
Price Margin Cost 
$28,000 $9,333 $18,667 


12,200 4,067 8,133 


$13,400 $26,800 
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According to the “gross profit” method, 
sales prices which have been experienced 
during an accounting period will be re- 
flected in the aggregate of the retail price 
of the units sold—$28,000, in the above 
illustration. Thus, any variation in the 
sales prices which were realized during the 
period will be reflected in such total. Under 
the ‘‘retail’’ method, experienced sales 
prices are likewise deducted from the total 
sales prices of goods available for sale in 
arriving at the sales value of the ending 
inventory. The total result by either meth- 
od would be identical so long as the rate 
of gross margin used in each method is 
the same. Precision in computing the gross 
margin in the “retail’’ method would re- 
quire that whatever portion of net mark- 
down is applicable to unsold units should 
be an element in the computation of the 
gross margin percentage. 

The taking of physical inventories, al- 


though appropriate under the “retail” 
procedure, is considered as.a validation 
or verification procedure rather than the 
basis for the inventory. Similarly, the 
“gross profit” method is applied where 
physical inventories are not possible, or 
inadvisable, for some reason. 

The foregoing assumes an equal rate 
of gross margin, but the percentage used in 
each of these two methods may, in fact, 
vary somewhat due to the fact that the 
data used in the gross margin computation 
are related to the current period in the 
case of the “retail” method; while the 
percentage used in the “gross profit” meth- 
od is frequently a “normal’’ rate, or is 
based on specific experiences of preceding 
periods. Nevertheless, there is no necessity 
for a difference in such gross margin per- 
centages and, therefore, in the allocation 
of the acquisition costs. 


ARE ACCOUNTING PRINCIPLES TAUGHT EFFECTIVELY? 


A. J. PENz 
University of Alabama 


Most college instructors or professors 
for that matter, could not obtain a certifi- 
cate from any state to teach in a high 
school. Yet, there may be a difference of 
only a few weeks between the high school 
graduate and the college freshman. The 
high school student is protected by law 
from incompetent instructors; but in col- 
lege, especially in the freshman year, he 
may be exposed to college seniors, grad- 
uate assistants, or instructors none of 
whom has ever taught a class under super- 
vision or received any teaching guidance. 
Is it any wonder why so many freshmen 
do not survive their first year in college? 

The high school student comes to college 
with the highest expectations only to be 
confronted in many cases by a self-con- 


scious, ill-at-ease, and nervous instructor 
who tries to impress the class with all he 
knows about accounting rather than to 
make the subject matter comprehensible 
to the student. It is quite possible that 
potential accountants are frightened out 
of the field by the instructor in principles 
who points out how “tough” accounting 
is and how few can pass the first course. 
If the mastery of accounting principles is 
difficult, it is the shortcoming of the 
instructor who fails to simplify his pres- 
entation, the merit of the text used not- 
withstanding. 

The three major factors contributing to 
the plight of accounting principles are (1) 
the low esteem in which the introductory 
courses are held by the staff, (2) the fal- 
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lacious assumption that anybody can teach 
principles of accounting, and (3) the faulty 
departmental organization. In general, 
there is no prestige attached to the princi- 
ples course because the higher ranking 
and higher paid members of the staff 
teach only advanced courses. Many senior 
staff members consider it beneath profes- 
sorial dignity to teach any course below 
the senior level. Professors who have this 
attitude may be good research men and 
they may be ranking scholars in their 
chosen field, but they are not educators. 
If one has any respect for his field of en- 
deavor, where else can more justice be 
done to the profession than at the intro- 
ductory level? The timid freshman needs 
the clear thinking, the logical organization, 
and the sympathetic ear of the seasoned 
teacher. Furthermore, the eager freshman 
needs the emulation of leadership and the 
respect for accounting that only the ex- 
perienced professor can foster. 

Whenever there is a shortage of teachers, 
the new instructor, the part-time teacher, 
the assistant from a downtown business 
office, or the college senior is put in charge 
of a class in accounting principles because 
“anybody” can teach the introductory 
courses. Yet, as a matter of fact, in no 
subsequent course in accounting is it 
more important to have pre-planning of 
the lesson, concise presentation, and sym- 
pathetic patience. If the student does not 
grasp the numerous new concepts, if he 
does not understand all of the new terms, 
the conclusion is often drawn that he does 
not belong in college. In most instances, 
it never occurs to the novice instructor 
that he himself has failed to stimulate the 
student, that his presentation is confused, 
and that the writing on the board is illegi- 
ble and unorganized. 

The department of accounting is usual- 
ly headed by a chairman (or head) who 
may have as many as fifty staff members 
reporting to him, in addition to the man- 


agement responsibility, the chairman often 
teaches several courses, supervises a num- 
ber of graduate students in thesis writing 
and belongs to a number of standing aca- 
demic committees. In scientific manage- 
ment, it is recognized that this span of 
executive control is too wide, especially 
in view of the diversification and individual 
attention that each staff member requires. 
This unsound organization leads to the 
neglect of the lower level courses. 

What is the way out of the dilemma 
which the writer believes is unfair to the 
beginner in accounting and unjust to 
the profession? First of all, the problem 
has to be recognized and enough courage 
summoned to take corrective action. The 
problem is to build up esteem for the 
introductory courses, and to train and 
supervise closely the new instructors as 
well as to delegate authority over these 
courses to senior staff members. The fol- 
lowing suggestion should go far toward 
solving the problem and improving teach- 
ing effectiveness. 

On the assumption that classes are 
held to a maximum of thirty-five students, 
there may be as many as ten sections of 
a given course, with sometimes the same 
number of different instructors. A senior 
staff member should be appointed as chair- 
man, let us say, of Accounting I. To keep 
fully posted, the chairman should be re- 
quired to teach at least one section of the 
course. Therefore, if an instructor has any 
problem in connection with his class, he 
can take it up with the supervisor rather 
than with the chairman of the department. 
This arrangement accomplishes two ob- 
jectives: (1) it focuses attention upon the 
introductory course by having a ranking 
staff member teach a section, and (2) it 
relieves the department head of many 
details that can be handled by the course 
chairman. 

The course chairman acts as a coordi- 
nator of the various sections of the course; 
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and he is also responsible for training new 
personnel, not so much in subject matter 
as in departmental policies, procedures, 
and teaching techniques. Weekly staff 
meetings should be held during which the 
course outline can be discussed and prob- 
lem assignments agreed upon. By means 
of these meetings, new instructors receive 
the benefit of the experienced teacher and 
problems arising in one section can be 
rectified and forestalled in others. Other 
advantages of the weekly meetings are: 
(1) Same high standard of instruction in 
all sections; (2) uniform progress of all 
sections, and (3) a satisfactory testing 
program. Some additional comment on 
the subject of testing should be of in- 
terest. 

It is recognized that a testing program 
should not only measure achievement but 
should also be a guide to the student and 
instructor. Then, too, the teaching value 
of a test should not be overlooked. The 
mid-term and the final examinations 
should be developed through group action. 
Each instructor can make out a section of 
the test but the assembled test should be 
reviewed by each of the instructors. Ques- 
tion values and method of scoring can be 
agreed upon in advance. By means of 
this procedure, new instructors learn how 
to construct effective tests and experienced 
teachers have the satisfaction of knowing 
that the tests are valid and reliable. With 
these two measures as guides the individual 
instructor can make at least two quizzes 
of his own but these should also be re- 
viewed by the supervisor for constructive 
comment. Each instructor should score his 
own tests and submit his score distribution 


to the supervisor who combines all of the 
scores in a master distribution for a stand- 
ard of comparison of the several classes. 

In connection with teaching techniques, 
the supervisor should visit a class or two 
of each of the new instructors. During such 
a visit, the supervisor takes a seat in- 
conspicuously in the back of the room after 
having informed the instructor that such 
a visit can be expected. During the class 
visitation, the supervisor should note par- 
ticularly annoying mannerisms, modula- 
tion of voice, and intensity of voice. In 
many instances, the beginner talks so soft- 
ly that he cannot be heard in the back 
of the room; at other times, he may shout 
at the top of his voice, to the annoyance 
of all other teachers on the same floor, 
perhaps to make up for lack of subject 
matter content. Legibility and visibility 
of board illustrations can also be noted 
along with an analysis of the logic of pres- 
entation. Adequacy of preparation should 
be observed. 

After such a visitation, the supervisor 
should have a conference with the new 
instructor at which time constructive 
criticisms can be made. Subsequent to 
the consultation, the supervisor should 
follow up to evaluate improvements. 

In summary, the accomplishments of 
this procedure are threefold: (1) Intro- 
ductory courses are revitalized by having 
senior faculty members give these courses 
the attention they deserve. (2) New in- 
structors receive professional training 
through close supervision and guidance. 
(3) The departmental functional differenti- 
ation is brought in line with scientific 
organization principles. 
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A FLEXIBLE TEST GRADING FORMULA WHICH 
EMPHASIZES QUALITY 


RALPH COUGHENOUR JONES 
Vale University 


There may be teachers of accounting 
who have solved the problem of testing to 
their entire satisfaction. Their tests per- 
haps are never too long or too short and 
never too hard or too easy. I do not be- 
long to this select company. My tests are 
sometimes too long in fact and they are 
generally too long in the opinion of stu- 
dents. ‘‘I could have solved the problem,” 
says the student “if only there had been 
a little more time.”’ Generally this simply 
is not true, but the effect upon morale is as 
bad as if it were. And my estimate of de- 
gree of difficulty is not always precise. 
A test which seems rather difficult some- 
times produces a class average of 80 or 85 
while another which seems easier produces 
an average of 60 or 65, usually because a 
number of students fail to finish. It is 
to those other teachers who have similar 
experiences that this note is directed. 
Those whose present methods are entirely 
satisfactory may well disregard it. In any 
event, there is no desire to “sell” the sug- 
gested formula or to induce others to 
adopt it. 

Before considering a different grading 
formula, let us examine the anatomy of 
the conventional formula. There are ob- 
viously two factors, one qualitative and the 
other quantitative. In mathematical terms, 
the qualitative factor is 


Points Earned 


Points Attempted 
while the quantitative factor is 
Points Attempted 
Total Points Required (usually 100) , 


The complete conventional formula then 
is: 


Points Earned 
Points Attempted 
Points Attempted 
100 


= Grade. 


This means that the same grade, 49%, is 
given to the student who completes the 
entire examination and gets it 49% right, 
to the student who completes 70% of 
the examination and gets it 70% right, and 
to the student who completes 49% of 
the examination and gets it 100% right. 
Now these three students in my opinion 
have not displayed equal ability in ac- 
counting. The student who gets 49 points 
out of 49 is probably the best accountant 
although his examination tactics may not 
have been very good. The student who gets 
only 49 points out of 100 attempted may 
on the other hand, have displayed no real 
understanding of any question. His grade 
may be made up largely of those almost 
automatic points which can hardly be 
missed if a question is attempted at all. 
When the conventional formula is applied 
the penalty for failure to complete a test 
is so severe as to produce a marked over- 
emphasis on the quantitative factor. 

Several considerations suggest the need 
for more emphasis on the qualitative fac- 
tor in grading examinations: 

(1) The speed and accuracy with which 
students work vary over a wide range. A 
large group of students, for example, was 
required to foot, crossfoot, and prove 
several columns of figures. One man 
finished in nine minutes while about one 
fourth of the group was unable to complete 
the work correctly in two hours. In the 
face of such variation there is no such thing 
as an “hour test.” 
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(2) The nervous tension, or in a few 
cases panic, with which students approach 
formal examinations, particularly in ac- 
counting, impairs the validity of the re- 
sults. These tensions are due largely to the 
knowledge that a prescribed task must be 
completed within rigid time limits and 
that a small error in arithmetic or inter- 
pretation can be disastrous. 

(3) It is better for the morale of both 
teacher and student to have part of an 
examination well done than to have the 
whole examination poorly done even 
though accumulated point values are the 
same. 

(4) A student who knows he does not 
know the answer to a question deserves 
more credit than one who thinks he knows 
but does not. 

While failure to finish an examination is 
often too severely penalized, finding a 
suitable method for reducing the penalty 
is not easy. Grading on the basis of quality 
alone is manifestly impossible, since exami- 
nees would have little incentive to answer 
more than one question. The only incen- 
tive in fact would be the danger of putting 
all the eggs in one basket. The quanti- 
tative factor must be included in the grad- 
ing process, but if undesirable rigidities 
are to be eliminated it must be _ 
flexible. 

A first approximation is to grade on 
quality alone 


Points Earned 
(Grade = 100 ) 


Points Attempted 


but to treat the percentage of completion 
as the maximum limit of the grade. A 
student, for example, who feels that his 
ceiling is 80, can omit 20% of the exami- 
nation without penalty. His maximum 
possible grade, however, would then be 
80, no matter how high the quality of his 
work on the points attempted might be. 
Although this plan in practice reduces 
tension, it is unfair to those perfectionists 


who can earn 80 points out of 80 attempted 
but can not spread their efforts a little 
thinner over the whole examination. 
Clearly the one who earns 80 points out 
of 80 deserves a higher grade than the 
one who earns only 64 out of 80 and yet 
under the plan described both would re- 
ceive the same grade. 

The student who earns 80 points out of 
80, it may be noted, could have increased 
his grade materially by the simple device 
of putting 9 or 10 additional points in the 
points attempted category even though 
in fact he made no attempt whatever to 
answer the additional questions. It is 
this possibility which supplies the key to 
a solution. What is needed is a method 
for making a similar adjustment auto- 
matically. The formula which satisfies 
this need, that is, which provides a flexible 
upper limit to grades on uncompleted 
examinations without penalizing those 
students whose work is slow but sure, 
turns out to be quite simple. The appro- 
priate limit, it appears, is precisely ten 
times the square root of points earned.* 
The mathematics of the problem, worked 
out largely by Donald Schapiro, need not 
be given here. The effect is to maintain 
the principle that the grade is limited by 
the number of points attempted, but to 
treat additional points as constructively 
or impliedly attempted if their inclusion in 
the denominator, with no change in the 
numerator, will improve the grade by 
raising the ceiling. Suppose, for example, 
that 64 points have been earned. If 100 
points have been attempted the grade is 
64; if 90 points have been attempted, the 
grade is 71, but if 64 to 80 points have 
been attempted the grade is 80. Thus, 
for the student who earns 64 points out of 


*One might think that the limit should be 10 


Points Attempted. This is permissible as a limit, but 
it — a higher oe for example, to a man who earns 
64 points out of 72 than to one who earns 64 out of 64. 
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72 the grade limit is raised 8 points (from 
72 to 80) while for the man who earns 
64 out of 64 it is raised 16 points (from 64 
to 80). The limit, of course, is inoperative 
if 80 to 100 points are attempted and only 
64 earned. 

All this sounds more complex than it 
really is. To avoid misunderstanding, how- 
ever, the method should be carefully ex- 
plained in class before it is used on an 
examination. Also a box similar to the 
one shown below should be placed on the 
examination papers themselves. 

Method of Grading 
grade on this examination | _ Points 

Points Earned Question | Point | Earned 


willbe 100 X Attempted but | Number Value (eave 


not more than 10 ¥ Points Earned. 

Parts of questions may not be 
omitted. 

In the table at the right cross out 
the number and point value of each 
question on which you do mot wish 
to be graded. 

There is no advantage in attempt- 
ing more than 100 points. 


NS 


oo 


Totals 105* 


* Total point values need not be exactly 100. It is often convenient 
to have a small overrun as indicated. 


The flexible formula suggested here is 
by no means the only solution to the prob- 
lem. It is possible to give tests which are 
short enough for all students to finish 
within the scheduled time or to permit 
each student to write until he does finish, 
no matter how long it takes. The suggested 
formula, moreover, is not applicable to 
all types of tests. It would not ordinarily 
be applicable, at one extreme, to an objec- 
tive test consisting of say 100 to 200 true- 
false or multiple choice questions nor, at 
the other extreme, to an essay-type test 
on which the student had an hour for the 
discussion of each question. In attempting 
to cover a semester’s work in accounting 
in a two-hour final, however, we have de- 
veloped a rather intensive semi-objective 
type of test which consists of a number 
of short problems or questions relating to 
fairly complex situations. For these the 
formula works perfectly. Without it the 


grades would probably be rather evenly 
spread from say 25 to 100 and a marked 
downward bias would be introduced into 
the averages. With it, the grades are more 
likely to follow a normal frequency dis- 
tribution between perhaps 45 and 95 or 
100. 

In deciding to use or not to use the flexi- 
ble grading formula the effects upon the 
processes of writing, taking, and grading 
tests and interpreting the results must all 
be considered. 

In writing a test on which the flexible 
formula is to be used, the estimates of time 
required need not be nearly so accurate as 
they would otherwise have to be. Length 
can vary within wide limits without ap- 
preciably distorting the class average or the 
grade distribution. It is desirable, however, 
that gradations of difficulty be provided 
within sections rather than between sec- 
tions of the test. Each omittable portion, 
in other words, should be a substantial 
problem, question, or group of questions 
containing some gradation of difficulty. 
A test on which half the questions were 
very easy and half very hard would ob- 
viously be ineffective. 

In taking a test, the most noteworthy 
effect of the flexible formula is a reduction 
of tension. Students work more effectively, 
secure in knowledge that it is possible to 
get a 70 even though they complete only 
half of the test. As a result, they actually 
accomplish more. The frantic haste which 
makes for confusion and delay is avoided. 

In grading a test, the flexible formula 
has definite advantages, the most obvious 
of which is the probable reduction of about 
20% in the number of questions to be 
graded. Even more important than this, 
however, is the improvement in the quali- 
ty of the answers which do have to be 
graded. Rarely will the instructor be called 
upon to search for a minute speck of gold 
in the dross of a completely confused 
answer. Not only can he grade faster but 
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also he gets the very pleasant impression 
that all of his students have learned some- 
thing even if some of them do omit a sub- 
stantial part of the examination. Against 
these advantages must he balanced some 
additional work in computing the grade. 
Points attempted as well as points earned 
have to be accumulated, but once this is 
done, both the qualitative grade and the 
grade limit can be readily computed on a 
slide rule by a single setting.* A minor 
advantage, but one worth noting, is the 
elimination of alibis. The student who fails 
simply has no-alibi at all for he knows he 
could have got a passing grade by earning 
only 36 points out of any 60 points offered. 

Finally, the flexible formula facilitates 
the interpretation of results. The grades, 
since they depend almost entirely on quali- 
ty of work done, are free from the wide 
variations which often occur when omitted 
questions are counted as zero. In practice, 
when the flexible formula has been used 
the correlation between final examination 
grades and term grades has been exception- 
ally high. 

Does all this amount to coddling the 
students? Anyone who thinks so should 
hear the groan that goes up when the inten- 
tion to use the flexible formula is announced 


* Place the indicator over “points earned” on the A 
scale and move the slide so as to place “points at- 
tem ” on the B scale under the indicator; read the 
poe limit under the indicator on the D scale and the 
grade, if not above the limit, on the A scale above 1 of 
the B scale. 


in class. A majority of students might 
favor the formula for a test which has been 
already prepared, but most of them do not 
really like it. It runs counter to all their 
previous training and experience. Through- 
out their school work the examination 
process has generally been regarded as a 
form of excavation. The idea has been to 
come to tests crammed with information 
and to transfer to the examination papers 
as much of it as possible within the time 
allowed. The flexible formula, by its em- 
phasis on quality, changes all this. It 
becomes possible for a student to improve 
his grade simply by omitting a question. 
This calls for judgment and discrimina- 
tion. The student can no longer write 
down everything that enters his head with 
the thought that the instructor may find 
merit in some of it. It is to his advantage 
to exclude low-quality answers even 
though they may be partly correct. This 
premium on quality, this reward for the 
exercise of discrimination, in the final 
analysis, is the outstanding feature of 
the proposed formula and the one which 
justifies its use. The student who knows he 
does not know, to repeat an earlier obser- 
vation, certainly deserves a lot more credit 
than the one who likewise does not know 
but thinks he does. 

Let me emphasize again the fact that 
the suggested formula is no panacea. It 
will not transform a bad test into a good 
one. In certain situations, however, it has 
been found useful. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


Institute of Accountants and were presented as the second half of the May, 1950 
C.P.A. Examination in accounting practice. The candidates were required to 
solve all problems. The time allowed was four and a half hours. The weights assigned 
were: Problem 1, 10 points; Problem 2, 10 points; Problem 3, 30 points. 
A suggested time schedule is given below: 


T= following problems were prepared by the Board of Examiners of the American 


Problem 1 75 minutes 
Problem 2 60 minutes 
Problem 3 120 minutes 


No. 1 


The following information relates to Federal income taxes. Either use the answer sheet 
provided herewith or list the identifying letters and numbers in a column and opposite each 
number give the letter which identifies the correct answer. No reason need be given to support 
your answer. Your grade will be based on the number of correct answers. 


a. In preparing a Federal income-tax return, the following items are deductible in the year paid by the taxpayer’ 
1. The total cost in the year acquired by a practicing CPA, of general accounting text and reference books pur- 
chased, having an estimated useful life of ten years. (a) True, (b) False. 
2. Dues paid by a CPA to the American Accounting Association and the National Association of Cost Account- 
ants. (a) True, (b) False. 

. Attorney’s fees incurred in defending an action of tort by a customer to recover for personal injuries caused 
by a fall in the defendant’s place of business. (a) True, (b) False. 

. Accountant’s fees for services connected with litigation of income taxes of prior years which was decided 
against taxpayer. (a) True, (b) False. ° 

. Fifty-dollar fine for traffic violation which occurred when taxpayer was on a business trip. (a) True, (b) 
False. 

. Cost incurred by a business in training new employees. (a) True, (b) False. 

In preparing Federal income-tax returns for 1949, the four items described below should be treated in which of 

the following ways: 

(a) As a short-term capital loss. 

(b) As an ordinary loss. 

(c) As a long-term capital loss. 

(d) As a loss not deductible for tax purposes. 

(e) In some other way. 

The following items are not in any way related 

1. A non-business loan made by Jones in 1947, which became worthless in 1949. 

2. Payne’s investment in 10 shares of the stock of X Corporation which he purchased on June 1, 1949 and which 
became worthless prior to December 31, 1949. 

3. The investment of P, a domestic corporation, in the capital stock of its wholly-owned subsidiary, O Corpora- 
tion, which became worthless in 1949. O Corporation derived its income from manufacturing activities and 
its stock was acquired by P in 1944. 

4. A bond of Y Corporation with interest coupons attached purchased by Smith in 1946 for investment which 
became worthless in 1949. 

. In order to give officers and employees added incentive, the Bluffton Meat Smoke Company adopted a program 
of issuing five-year stock options to key men. On December 24, 1949, Allen Numbers, Treasurer of the company, 
received a five-year option to purchase 1,000 shares of the company’s treasury stock at $25 per share. The stock 
was then quoted at $26 per fo on the Wells County Exchange. 

During 1949, Numbers paid interest in the amount of $1,200 to the Wabash Valley Bank on the mortgage on 
his residence and also paid the bank interest of $175 on monies he had borrowed to purchase bonds of the City 
of Bluffton as an investment. 

On December 30, 1949, in order to meet part of the principal payments on these obligations, Numbers sur- 
rendered a paid-up policy of insurance on his life for the cash surrender value of $4,000. Numbers had purchased 
this policy in 1940 for a single premium of $3,500. 
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- reparing his Federal income-tax return for 1949. 
umbers may deduct interest in the amount of (a) $1,375, (b) $1,200, (c) $175, (d) O 
2 Numbers must include in gross income, in respect of the insurance policy cash surrender v value received, the 
amount of (a) $4,000, (b) $500 ordinary i income, (c) $500 long-term capital gain, (d) O 

. In addition to its other properties the Main Street Building Corporation owned three unimproved lots. Each lot 
had been purchased in 1933 for $2,000 and each had a fair market value on January 1, 1949 of $10,000. On that 
day the corporation declared and paid as a dividend one lot to each of its three common stockholders, each of 
which held a third of the stock. None of the stockholders were dealers in real estate. On July 10, 1949, a com- 
mon stockholder A sold his lot to X, a dealer in real estate, for $11,000. On December 1, 1949, both stockholder 
B and stockholder C sold their lots to X for $9,000 apiece. 

1. On transfer of the lots as dividends the Main Street Building Corporation realized taxable income in the 
amount of (a) $30,000, (b) $24,000 ordinary income, (c) $24,000 long-term capital gain, © O. 

. Each stockholder received a taxable dividend of (a) $10,000, (b) $8,000, (c) $2,000, (d) O 

. From the sale of his lot to X, A realized taxable income of (a) $11,000, (b) $9, 000, ro) $1, 000 ordinary in- 
come, (d) $1,000 long-term capital gain, (e) O. 

. From the sale of their lots to ¥ B and C each realized taxable income of (a) $9,000, (b) $7,000, (c) $1,000 
ordinary loss, (d) $1,000 long-term capital loss, (e) O. 

. On January 1, 1931, The Breakwater Corporation took out a policy of insurance on the life of its president, 
J. B. Farmer. The policy was on a life-paid-up-at-age 65 basis and the insurance will be paid up on January 1, 
1955, when Farmer becomes eligible for retirement under the corporation’s retirement program. The face 
amount of the policy is $100,000 and the annual premiums are $3,000. On December 31, 1948, the cash surrender 
value of the policy was $50,000 and on December 31, 1949, that value was $52,000, in each case before pay- 
ment of premium due the following January 1. 

1. In respect of the $3,000 premium paid by the corporation on January 1, 1949, it may deduct in preparing 
its 1949 Federal income-tax return the amount of (a) $3,000, (b) $2,000, (c) $1,000, (d) 0. 

. The increase in cash surrender value of the policy during 1949 resulted in taxable income to the corporation 
in the amount of (a) $2,000, (b) 0, (c) $1,000 ordinary loss. 

. If the corporation had surrendered the policy on December 31, 1949, it would have had a deductible loss in 
the amount of (a) $5,000 ordinary loss, (b) $5,000 long-term capital loss, (c) 0. 

. If J. B. Farmer had died on December 31, 1949, the corporation would have received the face amount of 
$100,000 and would have had taxable income in the amount of (a) $43,000 ordinary income, (b) 
long-term capital gain, (c) $48,000 ordinary income, (d) $48,000 long-term capital gain, (e) 0. 


No. 2 


Wh 


NH 


The Speculative Realty Company was organized and started operations in January, 
1949. It is engaged in acquiring unimproved land and dividing it into lots for sale as 
home sites. Realizing that the project is speculative, the company decided to take up 
gross profits on sale of lots (after deducting any commissions payable to salesmen) in 


the proportion that cash collected each year bears to the sales price. The transactions 
for 1949 were as follows: 


(a) They purchased 120 acres of land for sub-division at a cost of $48,000 payable in cash and divided the land 
into lots of 100 ft. width and 120 ft. depth, obtaining a total of 310 lots. The remaining area was devoted to 
streets and other general purposes. The lots were priced according to location as follows: The A lots were listed 


to sell for $1,500 each, B lots for $1,000 each and C lots for $800 each. There were 80 A lots, 100 B lots and the 
remainder were C lots. 


(b) Costs and expenses incurred in 1949 were as follows: 


Legal fees for purchasing land, surveying fees, $ 6,000 
Building model home which is to be offered for sale and expected to yield a profit............... 13 , 500 
General office expense of which one-fourth is considered applicable to the period after development 


(c) Sales during 1949 were as follows all at the prices listed above: 
A lots—26; B lots—32; C lots—12 


All lots were sold with a one-quarter down payment except six of the A lots which 
were collected for in full. The notes taken were payable in three installments starting 
one year from date of sale. Ignore interest on the notes. 


Prepare a statement, supported by all necessary computations presented in good form 
showing the net profit of the company for the year 1949. 
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No. 3 


You have been engaged to audit the Thomas Trading Company as of December 31, 
1949. A summary of the general ledger accounts is presented below. Based on the tran- 
sactions as stated and the supplementary information, you are to prepare working papers 
which show in detail “Ledger Balance 12/31/49,” “Audit Adjustments,” “Profit and 
Loss for Year,” and ‘“‘Balance-Sheet 12/31/49.’’ Columns for ‘Surplus Changes” may 
be included or entries to “‘Surplus’”’ may be shown in the other columns provided such 
entries are clearly identified as applicable to “Surplus.” 

Key all audit adjustments and in journal form present the adjusting entry together 
with a brief explanation of the purpose of or reason for the entry. A worksheet for 
Balance-Sheet accounts and a separate worksheet for Profit and Loss accounts may be 
prepared. There are no posting errors or mathematical errors in the trial balances or in the 
transactions for the year. 


1950 
MEMBERSHIP ROSTER 
AMERICAN ACCOUNTING ASSOCIATION 


A membership roster for 1950 will be published in December. It will be divided into 
twe parts. The first part will contain a straight alphabetic listing of names. The second 
part will be arranged geographically by states and cities. 


Each name and address will appear as it did in our lists used for mailing the October 
issue of the ACCOUNTING REVIEW, unless a member notifies us of a change he 
desires to be made. 


Our cut-off date is November 1, 1950. Changes in names and addresses and new mem- 
berships reported on or after November 1 will not be included in this edition. 


Please send all changes you wish to make to: 
AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 


University of Illinois 
URBANA, ILLINOIS 
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Summary of Transactions 


Ledger Balances 


Account 12/31/48 12/31/49 
Debit Credit Debit Credit Debit Credit 
$ 8,000 (b) $ 181,000 (c) $ 152,000 
(g) 205,000 (e) 31, 
(j) 40,000 (f) 42,000 
(1) 4,000 (h) 102 ,000 
(r) 10,000 (i) a5 
(k) 7,000 
(m) 9,000 
(n) 10,000 
(t) 30,000 
(w) 3,000 $ 57,000 
Accounts receivable 17 ,000 (a) 190,000 (b) 180 ,000 
(i) 5,000 
(t) 15,000 47 ,000 
Inventory............. 20 ,000 (q) 30,000 50 ,000 
(f) 2,000 2,000 
Marketable securities... .. 3,000 (f) 10,000 13 ,000 
Life i presi- 

7,000 (e) 1,000 8,000 
Investment in B Co. 

(90% owned)......... (f) 30 ,000 30,000 
Buildings......... 200 , 000 200 ,000 
Accumulated depreciation— 

buildings. . race $ 50,000 (0) 4,000 $ 54,000 
Machinery..... 100 ,000 (n) 10,000 110,000 
Accumulated depreciation - 

50,000 (o) 11,000 61,000 
Goodwill......... (t) 14,000 (u) 14,000 
Unamortized bond discount. . 3,000 (h) 2,000 (g) 5,000 
Prepaid expenses............ 1,000 (d) 2,000 3,000 
Accounts payable. . 12,000 (c) 12,000 (p) 20 ,000 20,000 
Reserve for 1948 and 1949 in- 

(z) 3,800 2,200 
Reserve for possible inventory 

COCHMES. . 5,000 (v) 5,000 10,000 
Bonds payable............. 100,000 (h) 100,000 (g) 200 ,000 200 ,000 
Reserve for losses. ... 10,000 (u) 14,000 (v) 15,000 

(w) 3,000 (y) 5,500 
(z) 3,800 17 ,300 
Reserve for bad accounts 2,000 (s) 475 2,475 
Common stock... . 30,000 (j) 10,000 
(x) 4,000 44,000 
95,000 (x) 4,000 (j) 30,000 121,000 
Treasury stock. (k) 7,000 (jl) 4,000 
(x) 100 3,100 
Sales...... (a) 190 ,000 190 ,000 
Purchases (c) 140,000 (q) 30,000 
(p) 20,000 
(v) 5,000 
(t) 1,000 136,000 
(e) 24,000 (d) 2,000 
(v) 15,000 37 ,000 
Depreciation expense... .. (y) 5,500 
(o) 15,000 20, 500 
Bad debt expense. . (s) 475 475 
Recoveries of accounts charged 
off in prior years.......... (b) 1,000 1,000 
Dividend and interest income. (r) 10,000 
(x) 100 0,100 
Interest on bonds....... (e) 6,000 6,000 
$369,000 $369,000 $1,135,875 $1,135,875 $733,075 $733,075 


(m) 


(n) 


a) A 
b) C 
P 
A 
d) P 
e) E 
I 
I 
f) I 
g) 
h) ] 
(i) 
(j) 
| k) 
(I) 
(0) 
(p) 
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- SUMMARY OF TRANSACTIONS RECORDED DURING THE YEAR 


Sales on account. 

Recoveries of accounts charged off in prior years. 

Cash collections from accounts. 
Accounts payable 000 
Purchases for the year and payment of the opening balance of accounts payable. 
Net change in prepaid expenses during the year. 
Disbursement for operating expenses, bond interest (including interest deposited 
with trustee) and life insurance premium. 

f) Investment in B Co. .......... 

U.S. motes ........ 

Marketable securities. ...... 

Disbursement on January 1, 1949 for stock of B Company, tax notes and market- 
able securities. 
Unamortized bond discount 5,000 
1.000 Issuance for cash on January 1, 1949 of $200,000 of 3% twenty-year bonds at $102.50 
0.000 Redemption at $102 on January 1, 1949 of the outstanding issue of 5% bonds 
which were due January 1, 1954. 

(i) Accounts receivable 

: Cash advance to the company president. 


4,000 8) 


Issue for cash on June 30, 1949 of 10,000 shares of no-par common stock at $4 per 
7,300 share. (See comment under “Additional Information, Item 3’’.) 
000 Purchase on July 31, 1949 of 2 ,000 shares of the company’s own common stock at 
000 $3.50 per share. 
000 Sale at $4 per share on August 31, 1949 of 1,000 shares of the stock reacquired on 
July 31, 1949. (See Item k above.) 


Payment of 1948 income taxes in full. 
Payment for machinery purchased on January 2, 1949 together with $200 freight 
and $800 installation cost. 
1,000 Accumulated 11 
Depreciation expense for the year at the rate of 10% on machinery and 2% on 
0, 100 buildings. 
3,075 Set up the unrecorded purchases and accounts payable at*December 31, 1949. 
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(q) Inventory 


Purchases . 


To adjust the inv ventory balance as of December 31, 1948 to the correct balance as 
of December 31, 1949. 
Div idend and 10,000 


Interest and dividend collected. The dividend of $9,000 was from B Company. 
It was declared on January 10, 1949. The surplus accounts of B Company de- 
creased $10,000 during the year 1949. 
Reserve for bad accounts. os 475 


Provision for estimated loss on accounts receivable. The company bases its pro- 
vision on } of 1% of sales under the theory that the net uncollectible receivables 


(charge-offs less recoveries) arising in each year will approximate that amount. 


On July 1, 1949 the company purchased the inv entory and receivables of the Cole 
Sales Co. at a cost of $30,000. The purchase was made primarily to obtain an ex- 
clusive agency having seven years of remaining life. The inventory obtained in the 
purchase was valued at $1,000 and the receivables, all of which were collectible, 
amounted to $15,000. (Also see the following item.) 
(u) Reserve for losses 14,000 


The $14,000 set up as goodwill as a result of the purchase of the business of the Cole 
Sales Co. was written off to reserve for losses “in order to avoid showing goodwill 
on the balance-sheet.” 


Reserve for possible inv: ventory price cco 5,000 
The directors decided that, in view of the general business uncertainty, the reserve 
for losses and the reserve for possible inventory price decline should ‘be increased. 
These provisions were charged to expense of the year, the inventory provision being 
charged to purchases and the loss provision to expenses. 


Pay ment to B. W alter, an n employee ee, in n settlement of his claim for personal injury 

as a result of an accident on March 2, 1949. The charge was to reserve for losses. 
(x) Surplus... 
Common stock... .. 4,000 


Dividend and interest income.....................sceceeeceeececececececeuen 100 
A stock dividend of 10% was declared and paid on September 1, 1949. The stock 
was credited to — stock account at $1 per share. 
The board of directors approv ed the following action applicable to 1949 accounts: 
“Tn view of the 50% rise in machinery prices over average prices at which the com- 
pany acquired its machinery now in use, it is suggested that depreciation on ma- 
chinery should be increased 50%, with the credit made to reserve for losses rather 
than to the depreciation reserve in order to keep the latter account on a cost basis.” 


The reserve for income taxes was debited $3, 800 with a corresponding credit to re- 
serve for losses in order to reduce the reserve for income taxes down to the esti- 
mated liability as of the close of 1949. (The amount of $2,200 liability may be as- 
sumed to be the correct liability for the purpose of this solution even though you 
may adjust net profit.) 


Additional information was developed during the course of your audit (which is the 
first audit that the company has ever had) as follows 


(1) The cash surrender value of life insurance was $2,000 on December 31, 1948 and $2,500 on December 31, 1949. 

(2) On December 31, 1949, the “bid” price of the bonds included under marketable securities was $13,500 and the 
“ask” price was $14, 000. 

Common stock has no par value. The original issue of 30,000 shares was at $2 per share. The company set up 

each share at $1 per share in the stock account in order to have the account show the number of shares out- 

standing. The board of directors approved this practice. 
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(4) The analysis of surplus shows the following summary of transactions since inception of the company: 
Amount received from issuance of 30,000 shares of common stock at $2 per share above the amount 


Solution to Problem 1 


a. (It is assumed that taxpayer files his returns on a “‘cash”’ basis.) 

1. False (b) The cost of business assets having a life of more than one year must be spread ratably over their 

estimated useful life regardless of whether taxpayer is on “cash” or “accrual” basis. 

2. True (a) Dues of professional societies which are related to his business are proper deductions from gross 

income. 

3. True (a) Legal expenses are deductible if they are incurred in transactions connected with a taxpayer’s trade 

or business. 

4. True (a) Since the 1942 Act income tax litigation expenses are deductible by all classes of taxpayers, regard- 

less of the source of their income. 

5. False (b) Fines or penalties resulting from illegal acts are not deductible expenses regardless of whether or 

not the illegal act occurred in connection with business activity. 

6. True (a) The cost of training employees is deductible as an ordinary and necessary business expense. 

1. Short-term capital loss (a)—If a non-business debt becomes worthless it is considered a loss resulting from 
the sale or exchange of a capital asset held for not more than six months. See Sec. 23 (k) (4). 

. Long-term capital loss (c)—According to Sec. 23(k)(2) securities which become worthless during the year are 
considered as losses which occur on the last day of the taxable year. 

. Ordinary loss (b)—The loss from worthless securities of an affiliated corporation owned by a domestic cor- 
poration is deductible as an ordinary loss. An affiliated corporation must meet the following requirements: 
(1) at least 95 per cent of each class of its stock must be owned directly by the taxpayer, and 
(2) more than 90 per cent of the aggregate of its gross income for all taxable years must be from sources 

other than royalties, rents, dividends, interest, annuities or gains from sales or exchanges of stocks and 
securities. 

. Long term capital loss (c)—A corporate bond with interest coupons attached is within the definition of a 
capital asset and as such the worthlessness thereof in 1949 causes the loss to be a loss from the sale or ex- 

change of a capital asset held for more than six months. 

. $1,200 (b)—Interest of $175.00 is not deductible since it arises out of an obligation incurred to purchase tax 
exempt securities. me the $1,200 interest on the mortgage is deductible. 

2. $500 ordinary income (b)—The amount received upon the surrender of a life insurance policy (other than 
because of death) results in ordinary income under Sec. 22(b)(2) to the extent that the amount received 
exceeds the premiums paid. 

. 0 (d)—The distribution by a corporation of its property which has appreciated in value as a dividend to the 
stockholders does not result in taxable income to the corporation. 

. $10,000 (a)—A dividend received by a shareholder becomes taxable i income to the extent of the fair market 
value of the property received. It is assumed that the corporation in this case has sufficient accumulated 
earned surplus to equal the dividends paid since, if this is not true the dividend income is limited to the 
accumulated earned surplus of the corporation. 

3. $1,000 Long-term capital gain (d)—The basis of the lot in the hands of the stockholder is $10,000. The date 
acquired is January 1, 1949. The owner is not a dealer in real estate hence the lot is a capital asset. The 
sale on July 10, 1949 for $11,000 results in a gain of $1,000 derived from the sale of a capital asset held for 
more than six months. 

4. $1,000 Long-term capital loss (d)—The reasoning stated in Part 3 above, applies here and the sale at $9,000 

creates a loss of $1,000 derived from the sale of a capital asset held for more than six months. 

. 0 (d)—According to Sec. 24(a)(4) premiums paid on a life insurance policy covering the life of an officer are 
not deductible if the corporation is directly or indirectly a beneficiary under such policy. 

2. 0 (b)—Inasmuch as the corporation is not permitted to deduct the premiums paid that portion of the pay- 

ment which is reflected in the increased cash surrender value is not taxable income to the corporation. 

3. 0 (c)—The fact that the corporation had paid premiums totaling $57,000 for which it owned a policy having a 
cash surrender value of $52,000 it is not permitted to deduct the difference of $5,000. This amount is to be 
considered the cost of insurance and is not deductible by reason of Sec. 24(a) (4). 

4. 0 (e)—Sec. 22(b)(1) provides that amounts received under a life insurance contract paid by reason of the 
death of the insured is to be excluded from gross income, therefore the amount received by the corporation 
is not taxable income. 
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Solution to Problem 2 


Total cost of tract, including improvements and development: 


Sales value of lots: 


Total sales value 


Allocation of total cost: 


$139,320.00 


Unit cost of lots: 


Cash collections: . 
$ 26,900.00 
Gross profit realized: 
Cash collected 26900 ti total fit 
Total sales 80600 Bross pro 
SPECULATIVE REALTY COMPANY 
STATEMENT OF INCOME AND EXPENSE 
; January 1, 1949 io December 31, 1949 
Sales: 
$80 , 600.00 
Cost of lots sold: 
34,658.00 
Expenses: 


Net loss for the year ended December 31, 1949 


$22,200.00 
$ 7,604.58 
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Solution to Problem 3 


To reclassify premium received on sale of bonds and to amortize 1/20 of total 
2 


To write off the unamortized discount and redemption premium on bonds refunded 


To reclassify advances to president 
(4) 


To reclassify as paid-in surplus capital contributions credited to surplus 
5 


To adjust treasury stock account to cost of remaining 1000 shares 


To adjust investment in B C ompany for distribution of acquisition surplus re- 
ceived in 1949 (90% of 10,000.00) and to reclassify remainder of income account as 
“interest income” 


(7) 
To reclassify investment in Cole Sales Co. agency and to amortize } of 4 of 
$14,000.00 
(8) 
To reverse entry made to write off investment in Cole Sales Co. agency contract 
To reverse entry charging expense and purchases for future possible losses. The 
reserves created are to be regarded as segregations — surplus. 
(10 
To charge settlement with employee to current expense and to reverse charge to 
reserve for losses 
(11) 
To reverse entry recording receipt of additional treasury stock 
12 
MEMO: Note in treasury stock account increase from 1000 shares to 1100 shares 
(13) 


To reverse entry charging current expense with additional amount because of 
change in — level. The credit to reserve for losses is regarded as a segregation of 
earned surplus 
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$ 250.00 


4,750.00 


5,000.00 


9,000.00 


14,000.00 


14,000.00 


3,000.00 


5,500.00 


1) 
(3) 
30/81 5,000.00 
25/81 
26/81 
(6) 
15,000.00 
5,000.00 
90.00 
10.00 
90.00 100.00 
58.00 
32.00 
36.58 
95.42 


458 The Accounting Review 


Solution to Problem 3—Continued 


Federal income taxes 
To record the charge for accrued 1949 Federal taxes 
(15) 


Reserve for 1948 and 1949 income taxes .. 
Reserve for losses 
To return excess provision for 1948 income taxes to earned surplus 


Surplus. .... 
Expense 
Cash surrender value of life insurance . . 
To adjust accounts for insurance expense of current and prior } years and to set up 
cost surrender value of policy 


Recovery of accounts charged off 
To credit recoveries to reserve account in accordance plan of reserve accumulation 


2,200.00 


1,000.00 


2,200.00 


6,000.00 


8,000.00 


1,000.00 


LOUMPANY 


(14) 
2,200.00 
3,800.00 
(16) 
5,000.00 
500.00 
2,500.00 
(17) 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


GREAT BRITAIN 


The Association of University Teachers of 
Accounting held its 1950 conference at Man- 
chester University in September. The secretary of 
the Association is DAvip Sotomons of the London 
School of Economics. 


CANADA 
University of Saskatchewan 


Lewis N. GREER has been appointed assistant 
professor in accounting. 


DISTRICT OF COLUMBIA 
The George Washington University 


RatpH DALE KENNEDY, currently head of 
the department of business administration, has 
been named head of the newly created department 
of accounting. 


Catholic University of America 


RICHARD J. BANNON has been appointed in- 
structor in accounting. 


ALABAMA 
University of Alabama 


The accounting faculty conducted during the 
spring a refresher course in public accounting 
as preparation for the CPA examination. Students 
enrolled from six southeastern states in the three- 
part course. 

RICHARD BREWER is on leave for the current 
year teaching at the University of Hawaii. LEE 
GLOVER from Hawaii is teaching here on an 
exchange basis. 

S. Paut GARNER addressed the Southeastern 
section meeting of the American Accounting 
Association at Knoxville on CPA preparation 
and coaching courses. At the same meeting, A. J. 
PENZ participated in a panel discussion on intro- 
ductory accounting. PENz recently made, under a 
legislative grant, a survey of industrial accounting 
practices in Alabama. 

WHitney addressed the Association 
of Industrial and Certified Accountants of Cleve- 
land, Ohio, on accounting education at the Uni- 
versity of Alabama. 


CALIFORNIA 
University of San Francisco 
A. D. McNEtr1, director of CPA training, ad- 


dressed the California Society of CPA’s on the 
impact of accounting on government and business, 
at their annual meeting in San Francisco in June. 
University of California 

Visiting professors for the 1950 summer ses- 
sion included HERMAN C. MILLER of Ohio State, 
T. W. LELAND of Texas A. and M., and Sipney 
Davipson of Johns Hopkins. 

L. L. VANCE taught during the summer at 
the University of Minnesota. 

ARTHUR M. CANNON of the University of 
Washington is a lecturer on the staff for the cur- 
rent year. 

C. C. STAEHLING was elected a member of 
the Grand Council of Beta Alphg Psi. 


COLORADO 

University of Denver 

R. Bruce McCos and Oscar GELLEIN are 
doing graduate work for their doctorate at Indiana 
University and the University of Texas respective- 
ly. 
University of Colorado 

RoBert S. WASLEY has returned to the staff 


after having acquired his doctorate at Ohio 
State University. 


FLORIDA 

University of Miamt 

Added to the staff as instructors are Harry I. 
WARNER and Howarp L. Witson, both CPA’s 

C. R. ADDINGTON, chairman of the accounting 
department, is on leave of absence working to- 
wards his doctorate at the University of Texas. 
J. E. Rover is acting chairman of the accounting 
department during ADDINGTON’s absence. 


John B. Stetson University 
EDWARD FuRLONG, Professor, has been named 
Dean of the School of Business. 
GEORGIA 
Emory University 


L. E. CAMPBELL spoke to the Atlanta chapter 
of the American Association of Women Account- 
ants on current problems in accounting. 

Watpo SoweELt and H. H. Harpen received 
their CPA certificates recently. 
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ILLINOIS 
University of Illinois 


DANIEL Bortu, who has been associate dean, 
has accepted a position as assistant controller 
and professor of accountancy at Louisiana State 
University. 

The following members of the staff, having 
completed work for the Ph.D. in accountancy 
except for the writing of the theses, have accepted 
positions elsewhere at the indicated locations: 
K. B. Berc, University of Washington; R. M. 
James, University of North Carolina; G. K. 
NELSON, Pennsylvania State University; M. L. 
Pye, University of Richmond; M. A. BINKLEY 
with the ECA in the European area. 

J. M. CarrirHers spoke on problems and 
theories of teaching elementary accounting at 
the April meeting of the Midwest Economics 
Association in Des Moines. 

C. G. GAA spoke on the service of the account- 
ant to small business before the first annual 
meeting of the Accounting Institute in Lexing- 
ton, Kentucky in May. 


Northwestern University 


ROBERT TUCKER has resigned to become as- 
sistant professor at Triple Cities College at Endi- 
cott, New York. 

E. C. Davies has been appointed as associate 
dean of the School of Commerce. 

The graduate division of the School of Com- 
merce moved to the Chicago campus in Septem- 
ber. 


De Paul University 


FreD Marks and EARL CHRISTMAS were pro- 
moted to assistant professor. 

HyMAn AFRICK has resigned as instructor. 

T. C. Hirrrarp, chairman of the accounting 
department, has been appointed associate dean 
of the college. 


University of Chicago 

PAuL KircHEr has received a business fellow- 
ship from the U. S. Steel Corporation for a study 
of their plant operations and financial controls. 

INDIANA 

Butler University 

Paut H. WALGENBACH has been appointed 
instructor in accounting. 

IOWA 

Drake University 


Resignations include R. L. Hotmes to go to 


Baylor University and FEL1x KAurFMAN to go to 
the University of Rochester. 

M. B. Ditiey served during the summer 
session as visiting professor at Western Reserve 
University. 


KANSAS 
University of Wichita 


Wi11Am F. Crum passed the CPA examina- 
tion in November. 


LOUISIANA 
Louisiana Polytechnic University 


HAROLD J. SMOLINSKI has been promoted to 
professor. 

EarL BENNETT is on leave working toward 
his doctorate at the University of Michigan. 


Louisiana State University 


D. M. Smit has resigned to go to the Univer- 
sity of New Mexico. 

W. E. Swyers has resigned to enter public 
accounting. 

GARDNER M. Jones has been appointed 
instructor in accounting. 

DANIEL BortH, JR. has been appointed 
assistant controller of the University and professor 
of accounting. 

Lioyp F. Morrison read a paper on the bal- 
ance sheet at the recent meeting of the South- 
western Social Science Association in Houston. 

E. A. SALIERS recently addressed the Sabine 
and Baton Rouge chapters of NACA on some 
aspects of the depreciation problem. 


MICHIGAN 
University of Michigan 


W. C. TurTHItt has come to the staff from the 
University of Alabama. 

Mary N. Barron has returned to Southern 
Illinois University. 

W. A. PATON was on sabbatical leave for the 
spring semester. 

H. E. MILier. was in charge of the Third 
Annual Accountants Graduate Study Conference 
held at the University in June. 

H. F. Taccart has been appointed a member 
of the Advisory Board of Contract Appeals of 
the Atomic Energy Commission. 


MISSISSIPPI 


Mississippi State College 


W. W. LitTLEJOHN has been named vice- 
president of the Mississippi Society of CPA’s 
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and director of publications of the Jackson chapter 
of NACA. 

VERNON Epwarps has been named associate 
editor of the quarterly publication of the Missis- 
sippi Society of CPA’s. 

E. C. Brown is director of the semi-annual 
two weeks intensive CPA Coaching Course 
sponsored by the college. 


University of Mississippi 
C. F. Dunnam, formerly chairman of the 
department of accounting, has become dean of 
the School of Commerce, succeeding M. K. 
HORNE. 
MISSOURI 


University of Missouri 


L. J. BENNINGER spoke to the Midwest Eco- 
nomics Association meeting in Des Moines in 
April on the use of standard costs for income 
determination. 

P. A. KOHLER returned to the University in 
February upon receiving his doctorate at the 
University of Iowa. 

E. R. SEF has accepted a position with the 
Southwestern Publishing Company. 

H. E. DonLEy attended the summer school 
at Indiana University. 

St. Louis University 

GusTAVE K. KLAUSNER has retired from the 
staff. 

NEW JERSEY 
Rutgers University 

W. J. von MINDEN was elected secretary of 
the New Jersey Society of CPA’s at their spring 
meeting. 

NEW MEXICO 
University of New Mexico 

G. M. Situ, Jr., formerly of Louisiana 
State University, has been appointed associate 
professor. 

RIcHARD E. STRAHLEM recently addressed the 


Mountain States Accounting Conference on the 
services of CPA’s to small business. 


NEW YORK 
Syracuse University 
The 1950 Tax Conference was held on the cam- 
pus in April in cooperation with the Tax Execu- 
tives Institute. 
G. E. BENNETT presented a paper in New York 
in March on “Passing the CPA Examination.” 
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Long Island University 

ARTHUR J. KNERR has been promoted to as- 
sociate professor. 

JessE B. CoGEN has been promoted to as- 
sistant professor. 

The University sponsored for the first time in 
May, 1950, a career conference and clinic. Guest 
lecturers included WALTER DALeEy of Arthur 
Young and Company and C. E. Murpny of 
Touche, Niven, Bailey and Smart. 


University of Rochester 

HAROLD W. Scott has resigned to resume grad- 
uate work in New York University. 

FRANK P. SMITH taught during the summer 
session at U.C.L.A. 


Cornell University 


WiirAm H. SHANNON has been promoted to 
professor of accounting. 


City College of New York 

E. I. FyeExp, chairman of the accounting de- 
partment, has been appointed to the newly 
created position of assistant dean in charge of 
graduate study. 

EMANUEL SAXE has been elected to succeed 
FJELD as chairman of the department. 

Daisy CLovx has been promoted to the rank of 
assistant professor. 

In celebration of the thirtieth anniversary of 
the founding of the School of Business, the ac- 
counting department sponsored a seminar in taxa- 
tion at which MAuRICE AUSTIN, vice-president of 
the American Institute of Accountants, was the 
speaker. The department also sponsored a semi- 
nar in auditing at which the speakers were DAvip 
SIEGEL, chairman of the Committee on Auditing 
Procedure of the State Society of CPA’s and 
SIDNEY Kaun, a member of the same committee. 
The department also sponsored a symposium on 
personnel problems in which the following out- 
standing practicing accountants participated: H. 
R. Carryn, RoBERT L. KANE, ARTHUR TRAXLER, 
CHARLES Roto, RAyMonD G. ANKERS, YERBY R. 
and Tuomas D. FLynn. 


OHIO 
Miami University 
C. R. NISWONGER was recently elected presi- 
dent of the University Alumni Association. 
A. G. WALD passed the fall CPA examination. 


University of Dayton 

Joseru E. and Josepn F. Uppyxe did 
graduate work at Ohio State and Miami Uni- 
versity respectively during the summer term. 
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OKLAHOMA 
Oklahoma A. and M. College 


B. F. Harrison, head of the department, spent 
the summer on leave in Colorado. 

Puitip Meyers left in September to go to the 
University of Texas where, under a teaching fel- 
lowship, he will work for the doctorate. 

Joun W. McSwain has gone on a half-time 
basis and has opened his office to practice as a 
Certified Public Accountant in Stillwater. 


OREGON 
University of Portland 


Joun A. WIESNER is on leave traveling abroad. 
New members of the staff are Jay R. W1Lson 
and T. F. MAGINNIS. 


TENNESSEE 
University of Chattanooga 


James R. Fitzpatrick has resigned from the 
staff to become head of the department of busi- 
ness at Tennessee Wesleyan College. 


TEXAS 
North Texas State College 


DonaALD R. CHILDREss is on leave during the 
current year working on his doctorate at the 
University of Pennsylvania. 

A seven-day machine accounting course was 
offered in April sponsored by the National Cash 
Register Company. 

An accounting Career Conference was held in 
May by three members of the Committee on 
Education of the Texas Society of CPA’s. 


Texas Technological College 


L. E. SmitH has been appointed assistant to 
the president of the college and will devote full 
time to his new duties. 

R. C. RussE tt, head of the accounting depart- 
ment at Texas A. and I., taught during the sum- 
mer term. 

H. G. Taytor spoke on the effect of taxes on 
small business before the Southwestern Social 
Science Association in April. REGINALD RusHING 
is the chairman of the Association’s Accounting 
Section for the 1951 meeting. RusHING is also 
president of the Texas Association of University 
Instructors in Accounting. 
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Baylor University 


Additions to the staff include F. R. MADERA as 
instructor and R. L. HoiMEs as associate profes- 
sor. 


Texas A. and M. College 


T. W. LELAND spoke before a meeting of the 
Shreveport chapter of the Louisiana State So- 
ciety of CPA’s in May. 

N. D. Durst addressed the Accounting Sec- 
tion of the Southwestern Social Science meeting 
in April. 


University of Texas 


FRANK D. Graypon has resigned to accept a 
position with Ford Motor Company in Dearborn, 
Michigan. 

Nei K. ALEXANDER has resigned to accept a 
position as assistant professor at Texas Christian 
University. 

Ten teaching fellows in accounting have been 
appointed for the current year. In addition to 
their assisting in instruction, these men do ad- 
vanced work toward the Ph.D. degree. 


VIRGINIA 
University of Richmond 


E. E. Forp has resigned to become treasurer of 
a local drug company. 

M. E. Pye, formerly of the University of II- 
linois, has joined the staff as assistant professor. 

F. B. MILter has been elected executive secre- 
tary of the Virginia Society of Public Accountants 


WASHINGTON 
State College of Washington 


J. R. Tarsir has been promoted to assistant 
professor. 


University of Washington 


O. E. Draper and H. E. Grecory have re- 
tired. 

A. M. CANNON is on leave for the current year. 

Recent promotions include A. FREEMAN to in- 
structor and J. ROLLER to associate professor. 

Recent additions to the staff include HEcToR 
ANTON from the University of Minnesota, KEn- 
NETH BERG from the University of Illinois, and 
FLETCHER JOHNSON, now retiring as a Chicago 
partner of Haskins and Sells. 
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BOOK REVIEWS 


ArtTHuR M. CANNON 
ACCOUNTING AND AUDITING 


Insurance Agency Accounting. Ernest Lawrenson. (New 
York: Prentice-Hall, Inc., 1950. Pp. 115. $3.95.) 


The insurance agent, like a great many small busi- 
ness men, is a beleaguered individual today. On the one 
hand, he has seen his expense ratios mount in rapid 
steps. On the other hand, he has faced commission de- 
creases both in total amount and in the rate. The net 
result is an introspective person who has been forced to 
dig deeply into his internal affairs to cut out dead wood 
and waste and to control those expense items which can 
be reasonably manipulated downward. 

A product of this state has been the flowering of a 
large number of insurance agency management schools 
held on University campuses to give agents ideas and 
stimuli in the control of agency costs through effective 
management. 

This book is probably another response to the de- 
mand for instruction in effective agency management. 
The author states the purpose of the book to be: “To 
guide one in setting up an adequate accounting system 
at a minimum cost.” He divides his text into three sec- 
tions. Section 1 develops his system. He presents his 
material in a practical, down-to-earth manner, and 
points up the prime significance of the general ledger 
and the receivables ledger. In Section 2 he discusses in 
a simple style the handling of individual items with 
which the agent will be concerned. He deals with such 
miscellaneous topics as audit premium in which the 
ultimate premium and therefore the ultimate commis- 
sion due the agent is an unknown, automobile expenses, 
collections, commissions of subagents and brokers, etc. 

In Section 3 he presents a hypothetical agency ex- 
perience. The objective is to prove the significance of 
accounting records as the mirror of the agency’s 
financial progress. In addition, the author throws in an 
illustration of co-insurance, a method of determining 
the days a policy is in force, and a pro rata time table in- 
dicating the percentage of time in a one- to five-year 
policy that the expiration of X days represents. The 
significance of these latter items in a text on basic book- 
keeping procedures for property insurance agents is 
shrouded in mystery. 

Where can this book be of service? It is admitted 
that legions of property insurance agents have incom- 
plete, inadequate and confusing accounting records and 
procedures. But this is not because of any lack of op- 
portunity to improve their accounting techniques. The 
property insurance field is exposed to several packaged 
“systems which are advertised and marketed with vigor. 
Further, company representatives, known as special 
agents, are constant gadflies for better and more effec- 
tive accounting records. 

This book could have made a signal contribution to 
the agency fraternity if it had devoted a substantial 
amount of its coverage to a critical evaluation of these 


systems. The importance of this topic is always em- 
phasized by the frequency with which the question 
arises at agency: management schools, referred to pre- 
viously. It is a sure-fire question that arouses a hell-fire 
discussion which has indeterminate terminal facilities, 

The book could have enhanced its significance if it 
had presented a professional and critical analysis of the 
relative merits of maintaining a complete system of 
your own or utilizing an accounting service organization. 
This latter procedure is gaining in significance partic- 
ularly on the West Coast. Costs are coming down as the 
machine techniques are perfected and the agent is at- 
tracted to this plan more and more. Social Security tax 
increases combined with the new minimum wage regula- 
tions will be catalysts for the adoption of this idea. 

Further, the book omits the volcanic issue of agency 
expense analysis. To date, several studies have been 
made and their variances are significant. After an agent 
has taken off accounting data, with which analysis 
should he compare his operations? A critical evaluation 
of the various reports would make the book a best- 
seller in agency ranks. 

The book, then, really is an elementary text on in- 
surance agency accounting records and recordings. It 
might prove helpful reading to a new agency employee 
or even a new agent. The need still exists for a critical 
text which will probe some of the problems mentioned. 

LAURENCE J. ACKERMAN 
Dean, School of Business Administration 
University of Connecticut 


Preparation and Certification of Financial Siatements. B. 
Bernard Greidinger. (New York: The Ronald Press 
Company, 1950. Pp. vii, 408. $6.00.) 


In the preface of this book the author states that he 
had two specific purposes in mind when writing it, i.e., 
to provide a suitable textbook for college courses de- 
voted to a study of current problems in the preparation 
of informative and dependable financial statements, and 
to provide a useful reference work for those actively en- 
gaged in the preparation, certification, or use of financial 
statements for investment, credit and periodic reporting 
purposes. He has been successful in accomplishing both 
purposes. 

Professor Greidinger opens the book with a discussion 
of the development of informative and dependable 
financial statements from an historical standpoint, be- 
ginning with the turn of the century and continuing 
down to date. In that chapter, particular attention is 
given to the influence of a few leading corporations, 
the American Institute of Accountants, the New York 
Stock Exchange, and the Securities and Exchange Com- 
mission. Clearly these have been the most significant 
individual factors affecting the presentation of financial 
information to the public, though individual public ac- 
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countants, teachers and authors have had such a major 
influence that they ought not to be overlooked. 

The author presents the problems with which he 
deals by first discussing the items customarily found 
in a balance-sheet in their usual order. He begins with 
the current assets and progresses through the balance- 
sheet to the surplus accounts. The items customarily 
found in the profit and loss statement are then dealt 
with in the order in which they are usually found in pub- 
lished statements. The book concludes with a compre- 
hensive discussion of the problems arising from non- 
recurring and extraordinary items, and consolidated and 
combined statements, and finally with a consideration 
of the significance of the accountant’s certificate and 
the responsibilities it entails. 

The procedure followed for the most part in discuss- 
ing items in the balance-sheet and profit and loss state- 
ment is to start off with a statement of the accounting 
procedure that should be followed with respect to that 
item. One cannot help but admire the confidence with 
which Professor Greidinger sometimes asserts the 
proper procedure regarding matters which are subjects 
of a great deal of controversy in the accounting profes- 
sion. After describing what he considers to be the proper 
practice in dealing with an item, the author then goes 
on to state what appears to be current practice, citing 
examples from current published corporate reports to 
demonstrate what is being done by representative com- 
panies. The section on current practice is generally 
followed with a discussion of unaccepted practice which 
is usually based on cases involving rulings of the 
Securities and Exchange Commission. 

Throughout the book Dr. Greidinger relates his dis- 
cussions to official pronouncements of the American 
Institute of Accountants and the Securities and Ex- 
change Commission. One who reads this book care- 
fully will be well informed regarding most of the ac- 
counting procedural matters which have been points of 
controversy either with the Securities and Exchange 
Commission or among members of the profession during 
the last fifteen years. The discussion of the accountant’s 
certificate includes such matters as the form and con- 
tent of the certificate, the scope of audit, auditing 
standards, the auditor’s independence, and most of the 
other matters that have been the subject of a great deal 
of discussion within the profession and between mem- 
bers of the profession on the one hand and the SEC on 
the other during recent years. 

On the whole, Professor Greidinger’s book is one 
which is well designed to familiarize the student and 
practitioner with the problems that have been facing 
the profession over the last fifteen years with respect 
to the presentation of financial statements to the public. 

CaRMAN BLouGH 


Director of Research 
American Institute of Accountants 


Accountant’s Working Papers. Leslie E. Palmer and 
William H, Bell; revised by Ralph S. Johns. (New 
York: The Ronald Press Company, 1950. Pp. 488. 
$6.00.) 

This work was originally published in 1923 and first 
revised in 1929. It has now been greatly improved by the 


addition of more and larger illustrations, by bringing the 
material on audit procedures and income tax require- 
ments up to date, and by the inclusion of several new 
chapters which discuss and illustrate papers useful for 
the preparation of S.E.C. reports and other purposes. 
The illustrative plates are easily readable. Binding and 
paper stock are of high quality. 

The book is prepared in two parts. Part I consists of 
thirteen chapters which treat the subjects of general 
working paper technique, the plan and conduct of the 
engagement, alternative forms of trial balance, sched- 
ules and analyses of data relative to the verification 
of the balance sheet and profit and loss accounts, con- 
solidation papers, federal income tax returns prepared 
from work sheets adjusted to reflect differences between 
accounting for reporting and for tax purposes, papers 
useful for the preparation of S.E.C. reports, forms ap- 
plicable to bank and brokerage examinations, miscel- 
laneous papers related to the final steps involved in the 
completion of an audit, and supervisory review of work- 
ing papers. Part II presents a completed set of corre- 
lated working papers illustrative of the written require- 
ments in the audit of a manufacturing corporation. Two 
hundred fifty-one illustrations are included, the major- 
ity of them appearing with the explanatory chapter con- 
tent. 

This is not a treatise on auditors’ standards or pro- 
cedures for verification. It is concerned wholly with the 
preparation, content and purposes of working papers. 
Its objective is to furnish useful working models, some 
of them in alternative form, as examples for study by 
accounting students and for the guidance of practi- 
tioners. It does, however, contain numerous useful com- 
ments respecting what procedures should be undertaken 
and how much detail should be incorporated in the re- 
sulting papers. The whys and the hows of verification 
are left to other texts. 

The discussions of what to include and what to omit 
are especially good. The authors emphasize the im- 
portance of clear and intelligible papers so complete in 
content that the audit report may be written elsewhere 
than in the office of the client and by someone who has 
not participated in the engagement. The accountant, 
however, is cautioned against superfluity. Direct tran- 
scriptions, items which can better be verified by inspec- 
tion or machine methods, and meaningless summaries 
are to be avoided. A well planned program and the 
exercise of good judgment will help to reduce paper 
work to a necessary minimum. 

Working papers should include only those data 
which will facilitate the application of audit procedures 
which will aid in the preparation of the financial state- 
ments or in the writing of reports, and which will be 
needed as evidence or proof of work performed. Prin- 
ciples of preparation are well stated in those sentences 
which read “There should always be a clear understand- 
ing on the part of the person preparing them as to the 
purposes for which they are prepared. Care should al- 
ways be taken to distinguish between essentials and 
nonessentials, The form in which a working paper is 
prepared is important only in its relation to the ex- 
peditious performance of the work, so long as it exhibits 
all essential information and does so in a manner fully 
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understandable to anyone who may have occasion to 
refer to the papers. The significance of each paper, 
especially concerning its relation to other papers, to the 
information given in the report, or to the scope and 
manner of verification of the accounts, should be made 
readily apparent.” 

A sectionalized trial balance—divided into four 
main groupings of assets, liabilities, profit and loss 
debits, and profit and loss credits—is recommended. If 
sufficient space between groupings is allowed for in- 
sertions of necessary changes or additions or if four 
separate sheets of analysis paper are used, the sec- 
tionalization will be useful in assigning duties among 
audit personnel, in entering adjustment data con- 
veniently, in reducing the time required to prepare 
financial statements from the working trial balance, 
and in making it possible for two or more persons to 
participate in statement preparation. 

The absence of problems and questions for assign- 
ment and discussion purposes limits the usefulness of 
the book as a text. It does, however, have value as study 
material for assigned readings and class reports. It will 
also prove a helpful guide to the preparation of as- 
signed audit reports. Its greatest utility appears to be 
that of a reference manual for public accountants and 
internal auditors. It should be especially helpful to the 
beginning practitioner and may provide the experienced 
auditor with some ideas for improvement of his own 
working paper techniques. 

L. Boyp 
Associate Professor of Business Administration 
Oregon State College 


Internal Auditing in Indusiry. Edited by Victor Z. 
Brink and Bradford Cadmus. (New York: Institute 
of Internal Auditors, 1950. Pp. xi, 404. $5.00.) 


The editors of this volume are, respectively, assistant 
controller of Ford Motor Co. and managing director of 
the Institute of Internal Auditors, and both names are 
familiar to those who have been following the growing 
literature of the field. The book at hand is an Institute 
committee project and, after an introductory chapter, 
consists of descriptions of the operations and internal 
auditing problems and techniques in eighteen different 
industries, by members in the respective fields. In- 
dustries included are airlines, automobile manufactur- 
ing, banking, chain stores, department stores, food 
products, insurance, meat packing, ferrous and non- 
ferrous metals, mining, motion pictures, petroleum 
(production, refining and marketing), public utilities, 
publishing and construction. 

While the book is interesting and the industries well 
selected, the principal value will be to students and 
others concerned with the eighteen particular fields. 
For the man actually engaged in internal auditing there 
is at most one short chapter that specifically applies to 
his work; and while he may read the rest of the book for 
general information, it may not afford a great deal of 
help to him in his own field. 

This reviewer feels that a book dealing with objec- 
tives and functions of internal auditing in general, re- 
gardless of the nature of industry, would be more help- 


ful to the man actually engaged in internal auditing. 
Naturally, numerous examples can be used to illustrate 
the application of internal auditing principles to specific 
businesses, primarily to stimulate the imagination of 
the auditor to adapt the principles to his own particular 
industry. An analogy exists in Montgomery’s books on 
auditing, which are extremely helpful not only to stu- 
dents but to the man engaged in public accounting, 
Montgomery deals only with the broad principles of 
auditing and avoids explaining the details applicable 
to the auditing of particular types of businesses except 
by way of illustration. 

Perhaps this criticism is a little strong, and it may 
be that the book is intended to fill only a particular and 
restricted need. The authors are, of course, capable ac- 
countants, auditors and writers, and they have made 
available an excellent source of information as to the 
material they chose to cover. 

J. H. Clawson 
Treasurer 
Puget Sound Power and Light Co. 
Seattle, Washington 


Accounting Systems. Oscar S. Nelson and Arthur D. 
Maxwell. (Chicago: Richard D. Irwin, Inc., 1950. 
Pp. xv, 699. $5.00.) 

There are two general methods of teaching a course 
in accounting systems. The first is to teach principles of 
system design and installation, using problems and 
other teaching tools of a general nature so that the prin- 
ciples learned can be applied to most types of businesses. 
The second method is to teach systems for specific fields 
or types of businesses, such as banking, stock brokerage, 
department store, etc. Professors Nelson and Maxwell 
have used the latter approach in their text. 

Part I consists of three chapters dealing with the 
fundamental elements of accounting systems and their 
design and installation. In Chapter 1, mention is made 
of three different approaches to the subject of account- 
ing systems, which is based on a slightly different clas- 
sification than that indicated above. The first approach 
is as a study in methodology which emphasizes the 
“how”? of system installation. The second approach is 
from the standpoint of principles involved combined 
with the use of hypothetical problems. The third type of 
systems course, which is the one Professors Nelson and 
Maxwell say their text is designed for, is “the applica- 
tion of accounting principles to the solution of concrete 
accounting problems arising in the various types of in- 
dustries.” A broad definition is given to the word “prob- 
lems” as used in the quotation. 

Parts II through IX consist of from three to five 
chapters each. The emphasis is placed on the financial 
type of business, such as insurance companies, savings 
and loan companies, etc. Each Part is similarly or- 
ganized, discussing first the nature and organization of 
the particular industry, then the classification of ac- 
counts and reports, followed by any special phases of 
the business, and ending with a discussion of the books 
and records. 

Part II discusses Federal Savings and Loan Associa- 
tion accounting in three chapters following the pattern 
mentioned in the previous paragraph. Part III, insur- 
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ance company accounting, concentrates on fire in- 
surance after discussing the insurance business in 
general. The subject of bank accounting as it relates to 
system work is adequately covered in Part IV. Part V 
covers stock brokerage accounting. In Part VI the 
authers depart from the financial field to give a complete 
discussion of department store accounting in five chap- 
ters. Part VII, gas utility accounting, uses the gas manu- 
facturing business as a basis for discussion in order to 
cover the manufacturing phase of accounting systems. 
In view of the trend in recent years to natural gas, and 
the importance of the manufacturing industry as a 
whole, it is the opinion of this reviewer that the text 
would be more complete and practical if it included a 
discussion of a more general manufacturing system. 
Part VIII, railroad accounting, includes a chapter on 
auditing and recording revenues and disbursements. 
The last four chapters, Part IX, on governmental ac- 
counting, cover the usual funds found in most govern- 
mental systems. This section is convenient for schools 
which do not have a separate course in governmental 
accounting and want the student to gain some familiar- 
ity with the subject. 

The index follows very closely the same organization 
as the body of the text, e.g., under “Bank” is found an 
alphabetical listing of the subjects in the section on 
Bank Accounting. This limits the usefulness of the index 
as one cannot look up a particular subject and find the 
references as to its treatment in the various types of 
businesses. 

An adequate supply of questions and problems is 
located at the ends of most of the chapters. A solutions 
manual for the problems is available. The text as a 
whole is well illustrated with sufficient forms, records, 
diagrams and other aids necessary in the study of ac- 
counting systems. Headings and side-headings in large 
type, bold-face type, and italics are extensively used to 
assist the reader and facilitate quick reference. 

Accounting Systems is an excellent reference book, 
with the exceptions noted. It should also serve as a good 
text for a course in which the emphasis is to be placed on 
systems as used in specific types of businesses, partic- 
ularly of a financial nature, and where a uniform classi- 
fication of accounts is used. 

HERMAN W. CONTENT 
Instructor of Accounting 
University of Wisconsin 


Balance Sheet Price Level Analysis. Othel D. Westfall. 
(Norman, Oklahoma: Privately printed, 1950. Pp. 
39. $2.00.) 


The author of this modest volume has made two 
minor contributions. On the technical level he explains 
what is undoubtedly a simplification of procedures for 
applying Sweeney’s methods, and the study should 
stimulate interest in a branch of accounting that until 
recently has been all but neglected—the highly im- 
portant contributions of Schmidt and Sweeney. 

Professor Westfall does not keep the reader in doubt 
as to the technical shortcomings of Sweeney’s approach. 
Sweeney uses a single-entry statistical procedure that is 
not integrated with the accounting system. Sweeney’s 


tests for realization of loss and gain from price-level 
changes leave something to be desired, and his profit 
and loss analyses are cumbersome and of limited value. 
Westfall adopts what may be called the accrual test 
for realization and recommends the following pro- 
cedures. Preliminary schedules are prepared to reduce 
non-homogeneous assets (inventories, plant and equip- 
ment, depreciation allowances, etc.) to the price level 
in effect at the time of organization or most recent re- 
organization. Dollar assets, liabilities, and non-con- 
vertible preferred stock are adjusted to current levels. 
These and all remaining balance sheet items are con- 
verted to the price level at the organization date, and all 
assets and equities are then reconverted to current 
levels. Comparative balance sheets are prepared with 
the earlier year converted to the index of the later year, 
and the differences are summarized for entry and anal- 
ysis. Westfall’s defense for inclusion of the results in a 
typically over-worked double-entry system is not fully 
developed, and his discussion of the uses to which the 
analyses may be put is entirely too meager. 
Unfortunately this volume has serious shortcomings 
not all of which stem from the prejudices of an unsym- 
pathetic reviewer. The bibliography consists of six 
references. The theoretical basis for the purchasing- 
power approach with regard to income definition is ex- 
tremely weak. The arguments for the use of specific in- 
dexes are poorly presented, and their rejection is more 
or less automatic. The defense for the use of an index 
of consumption goods is plausible but is based on an un- 
warranted identification of saving and investment, and 
Westfall’s admitted lack of background in general 
economics is a severe handicap, particularly in the con- 
troversial price-level field. The discussions in Economica 
by Pigou, Hayek, and Hicks, the Review articles by 
Moonitz, Speer, Paton, etc., and the standard treatises 
(except Sweeney) are neglected with equal impartiality. 
Nevertheless, Westfall has an interesting discussion, 
has exhibited a keen insight into the practical difficulties 
of price-level modifications, and in the tradition of the 
experienced certified public accountant has set up his 
schedules and arranged his work in excellent form. 
Cart THomas DEVINE 
Professor of Accounting 
Universily of Southern California 


Audit Working Papers. Maurice E. Peloubet. (New 
York: McGraw-Hill Book Company, 1949. Pp. xvi, 
508. $8.50.) 


Audit Working Papers is a revision of a previous 
book of the same title published in 1937. In it the author 
has recognized the changes in auditing procedures that 
have come about since the earlier edition. The book is 
not a text on auditing techniques and procedures nor is 
it merely a compilation of forms and instructions for 
their use. Peloubet has related the discussion of auditing 
to the forms used. 

Although the “book is not intended as a treatise on 
auditing,” Peloubet points out that working papers 
must be based on some specific auditing procedure. The 
bulletin, Examination of Fi ial Stat is by Inde- 
pendent Public Accountants and Stat ts on Auditing 
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Procedure, both issued by the American Institute of 
Accountants, are quoted extensively. Several chapters 
deal with internal control, auditing of balance sheet 
items, and examination of the income statement. Some 
forms are illustrated but for the most part this material 
deals with pronouncements of the Institute as to ap- 
propriate auditing procedures along with the author’s 
comments and suggestions. 

The author then takes up form and content of work- 
ing papers required in an audit of a hypothetical com- 
pany. Included are papers relating to a subsidiary, two 
other companies, and an estate. This material is fol- 
lowed by two chapters devoted to working papers for 
consolidated reports. Peloubet states that ‘‘one of the 
characteristics of present-day auditing and account- 
ing work is the requirement that corporations prepare 
statements of their affairs and condition in different 
forms and from different points of view. It has been as- 
sumed throughout the book that working papers are 
desired that are sufficiently flexible and analytical to 
meet the requirement.” 

Indexing, filing, and security of working papers are 
discussed. In the two chapters dealing with these sub- 
jects, the author stresses the housekeeping functions of 
arrangement of working papers, current and permanent 
files, indexing, and similar problems which plague many 
auditors. The book concludes with a chapter devoted to 
personal books and financial and income tax records for 
the individual. 

In the preface, the author disavows any claim to 
“originality or novelty.” He contends that there is no 
form, method, or procedure described which is not in 
successful use in some public accounting office, that his 
book is a compilation of the best current practice. He 
states that the object of the book is “to provide an ac- 
countant who is already well grounded in the theory of 
accounts and auditing with a practicable set of working 
tools for an audit assignment.” He points out that many 
of the large firms have office manuals in which auditing 
procedures are prescribed, and suggests that this book 
may serve a similar purpose for the firms that do not 
have such manuals. Many accountants will find such a 
use for the book. Those who do will find valuable 
descriptive material regarding auditing procedures and 
techniques as well as a comprehensive treatment of 
audit working papers. 

Paut F. IcERMAN 
Lecturer in Accounting 
Universily of Michigan 


C.P.A. Coaching Course—Problems, Solutions (2 vol.). 
Henry T. Chamberlain. (New York: Prentice-Hall, 
Inc., 1950. Pp. x, 298, 397. $9.00.) 


Professor Chamberlain has a good selection of prob- 
lems and questions. The problems, in particular, are ar- 
ranged so that as the student progresses through the 
book more difficult problems will be encountered. Also 
the problems selected are designed to illustrate the 
various aspects of situations encountered in public ac- 
counting work. For example, the problems on consolida- 
tions illustrate the computation of goodwill when the 
investment is carried at cost and when profits and divi- 


dends are adjusted through the investment account, 
they illustrate vertical integration, they illustrate the 
difficulties involved in the sale of fixed assets between 
parent and subsidiary, etc. 

In the attempt to classify problems according to 
their degree of difficulty, there could be a considerable 
difference of opinion. No doubt some would rearrange 
many of the problems in this book. However, this is not 
important. 

The objective of a C.P.A. Problems course might be 
debated. If the object is to get the student past the ex- 
amination, the selection of problems is unquestionably 
a good one, If the object is to bring out the more difficult 
aspects of advanced accounting theory and practice and 
to encourage the student to learn to think through difi- 
cult business situations some more difficult problems 
could be included. The real tests of whether an in- 
dividual should be allowed a C.P.A. certificate are in 
the order of importance: ability to think, knowledge of 
accounting theory and practice, and good judgment. 
Of course, one could not have good judgment without 
the first two. Another objective might be a better 
rounded-out knowledge of all accounting fields. In this 
respect, the book falls short. However, the author 
directed the book to the first objective. The third is 
important and probably marks the difference between 
a professional man and simply an accountant. 

Perhaps a good many teachers of accounting who 
use the book as a text will prefer to pursue each field 
until the students are well grounded in it. No criticism 
of the book on this ground should be made for it is well 
indexed. 

A complete coaching course, presumably, would in- 
clude questions on law as well as on theory and on audit- 
ing. However, many, if not most, teachers of accounting 
are not qualified to discuss the questions on law. The 
writer doubts if much use of the questions on theory 
and on auditing will be made. Such will be handled in 
those classes. 

On the whole the book is a distinct contribution. 

C. L. 
Professor of Accounting 
University of Oregon 


Intermediate Accounting. Joseph A. Mauriello. (New 
York: The Ronald Press Company, 1950. Pp. viii, 
797. $5.00.) 


This book provides second-year students with a full 
year of general accounting. There are 28 chapters of 
text comprising 600 pages. The “questions” at the end 
of each chapter take up some 45 pages. The ‘“‘problems” 
in the back of the book require 130 pages. A detailed 
index of 22 pages ends up the book. In physical appear- 
ance, styles of headings, and in the mechanics of pre- 
senting tabulations, journal entries, etc., the book fol- 
lows the well-known and attractive features of other 
Ronald books in accounting. 

The material of the book falls into four distinctive 
parts, although there are no visible “parts” or divisions 
in the book itself. 

Section I is a “prologue” of six chapters (and 100 
pages) introducing the material following. This section 
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is marked by broad statements of theory which attempt 
to integrate the subject-matter of the book. It also con- 
tains a chapter on the “mathematics of compound in- 
terest” in anticipation of certain valuation topics pre- 
sented later. 

Section II consists of seventeen chapters (and 400 
pages). As its length indicates, this is the main body of 
the book. It is concerned with asset and liability ac- 
counting, with appropriate references, of course, to 
related expense and income. An innovation here is the 
presentation of the material on “fixed” assets before 
taking up “current” assets in order to emphasize (to 
quote) “‘the relatively new expense-revenue approach.” 

Sections III and IV cover, respectively, concept of 
annual net income and income-summary form and con- 
tent (as it is usually published), and analysis of financial 
statements. Section III consists of two chapters (and 
40 pages). Section IV is made up of three chapters (and 
60 pages). 

This hefty book of 800 pages gives evidence of un- 
counted hours of labor, considerable planning, and 
conscientious work. It has deservedly earned for Dr. 
Mauriello class I membership in that rank of unsung 
heroes—authors of accounting textbooks. 

Mauriello’s Intermediate Accounting is a good book. 
It is written for students. Over and over again, the 
author engages in indulging attempts to clear up specific 
topics which his classroom experience has shown to be 
especially troublesome to students. 

In scope and content of subject-matter, the book 
blazes no new trail. The familiar and long-established 
pattern of second-year accounting is reproduced faith- 
fully. 

The attention paid to the bulletins of the American 
Institute of Accountants and the statements of the 
American Accounting Association is greater than in 
most of the recently published books covering similar 
ground. This writer would like to have seen—more 
often than he did—a more positive stand by the author 
on unsettled points in accounting. The author’s defense 
no doubt is that students should arrive at their own 
preferred interpretations after being presented with the 
different views. Open-mindedness is a good thing, but 
only within limits. Students need orientation, and a 
reasoned position on an unsettled point is of definite 
help, provided that they read and note other and con- 
flicting views. 

Every book contains a certain number of unique 
statements which are perfectly clear to the author but 
do leave the reader a bit jarred. Here are some ex- 
amples: (1) One accounting convention conflicts with 
another accounting convention (p. 7); (2) expense is 
an element that decreases net profit (p. 13); (3) there 
are two kinds of window-dressing of the balance sheet 
—valid and invalid (p. 50); (4) capital stock has nine 
different terminological references as to its “value’’: 
book, face, par, nominal, real, liquidation, market, 
stated, legal (p. 434). 

The problems in the back of the book are com- 
mendably short and have received careful editing. 

Harry D. 
Professor of Accounting 
University of Connecticut 


Principles of Accounting (Second Edition). John R° 
Bangs, Jr., and George R. Hanselman. (Scranton: 
International Textbook Company, 1950. Pp. xi, 521. 
$5.00.) 


This textbook is a revision of “Accounting for Engi- 
neers,” and although the title has been changed it re- 
tains the features which will be found useful in a text 
for non-accounting majors on the coliege level. Because 
of its emphasis on underlying theory and fundamental 
operations the book should serve equally well in the 
beginning course for accounting students. While the 
original title implies a “slant” toward engineering, there 
is no reason to regard it as exclusively or even primarily 
a book for students trained in engineering. 

The authors divided the text material into four parts: 
Part I “The Theory of Debit and Credit” (eight chap- 
ters, 120 pages); Part II ‘Procedure at End of Fiscal 
Period” (five chapters, 96 pages); Part III “‘Accounting 
Practice” (six chapters, 82 pages); and Part IV “‘Ac- 
counting Applications” (six chapters, 170 pages). An 
appendix contains the financial statements of six large 
corporations. 

After a brief description of accounting and a short 
discussion of the characteristics of the three common 
forms of business organization, the authors introduce 
the familiar accounting equation from which transac- 
tion analysis, the account form, the ledger, statements, 
and the rules of debit and credit are developed. The 
problems of recording purchases and sales and the de- 
termination of cost of sales are thoroughly discussed. 
The adjustment of accounts and the related procedures 
such as the use of the worksheet and the recording of 
closing entries are dealt with at some length. Although 
journals have been alluded to in the thirteen chapters 
that cover the foregoing points and others, the intensive 
and extensive development of journals, including the 
voucher register, and the related topics of subsidiary 
ledgers and control accounts are deferred until the four- 
teenth through the nineteenth chapters. The first nine- 
teen chapters may be regarded as constituting a basic 
course in accrual accounting for a trading corporation. 

The last major part of the text, Part IV, takes up 
several specialized topics, some of which amplify the 
material covered in the first nineteen chapters. Thus 
the topics of business papers and procedures, bank 
reconciliation, promissory notes, and depreciation, 
obsolescence, and inadequacy, which are among those 
developed at some length in this section, may be con- 
sidered as extensions of, or additions to, some material 
developed earlier in the text. Part IV also contains an 
excellent introductory chapter on statement analysis 
and interpretation, and several chapters on accounting 
for manufacturing, job-order and process cost account- 
ing, and standard costs. 

An outstanding feature of the text is the wealth of 
illustrations. The authors have given carefully prepared 
examples of many of the procedures and topics taken 
up in the text, thus avoiding the need, in many in- 
stances, for extensive text discussion and development. 
A simple form of corporation is used whenever a business 
unit must be referred to. A directness and compactness 
of style is helped along by the use of topic headings, 
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short paragraphs, quotations, frequent lists, and foot- 
notes. Although primarily a beginning text, the authors 
have introduced references in many places to business 
practices and problems some of which are fairly difficult 
and complicated even though pertinent. Several pages, 
for example, are devoted to the discussion of original 
cost versus replacement cost as the base for depreciation 
entries, and the U. S. Steel Corporation is used as the 
focal point. The chapters on manufacturing and cost 
systems are well written, although, in the reviewer’s 
opinion, they cover the topic more extensively than is 
expected in a beginning text. 

The accounting terminology used in the text is of 
the traditional variety although “allowance” is used 
for “reserve” for depreciation. The coverage of the 
accounting cycle is adequate, consistent with general 
practice, and not complicated by side issues. 

Because of the large number of illustrations and ex- 
amples, it is likely that some may not appeal to the 
reader. On page 31 one of the illustrations of the income 
sheet shows net profit as flowing into a bag marked 
with dollar signs and the word Surplus, which may 
imply an unfortunate identity of cash with surplus for 
the novice. The use of the familiar simple pan scales in 
an early chapter emphasizes equality but appears to be 
of limited usefulness. 

Discussion questions and short problem material are 
found at the end of chapters. A problem book with a 
comprehensive set of practice problems accompanies the 
text, according to the foreword. 

B. C. LEMKE 
Professor 
Michigan State College 


Consolidated Financial Statements: Principles and Pro- 
cedures. William Herbert Childs. (Ithaca, New 
York: Cornell University Press, 1949. Pp. xvi, 352. 
$5.00.) 


According to the author’s foreword he had three pur- 
poses in mind in making this study, namely (1) to 
present and weigh conflicting basic concepts, (2) to 
explore important but neglected topics, and (3) to reach 
some reasonable conclusions on the subject of con- 
solidation accounting and consolidated statements. In 
order to accomplish these purposes, Professor Childs 
states that he (1) surveyed the literature in the field, 
(2) studied numerous reports to the Securities and Ex- 
change Commission, (3) secured the opinions of 17 
“authorities” by means of a questionnaire, and (4) ob- 
served the preparation of consolidated statements by 
several large companies. 

Whether or not the author has achieved his ob- 
jectives is difficult to determine because the work as a 
whole falls into two well-defined segments, the first 
of which is pitched at a low level while the second is of a 
high degree of excellence. It is almost as though this 
book were written by two persons of unequal capacities, 
or at widely-separated periods of time. 

The weak segment of the book consists largely of the 
first four chapters, in which the author covers the in- 
stitutional and legal background of consolidated state- 


ments (Chapter I), the theoretical aspects of basic 
concepts (Chapter II), the practical aspects of basic 
concepts (Chapter IIT), and the consolidated balance 
sheet at date of acquisition (Chapter IV). Despite the 
author’s recognition of the limitations of “rules” as 
guides to proper analysis (pp. 287-288), these early 
chapters suffer from a close adherence to “authorita- 
tive” rules as enunciated by the courts, by the Securities 
and Exchange Commission, by the income tax regula- 
tions, etc. This adherence leads, for example, to a super- 
ficial discussion of the legal status of consolidated state. 
ments and of accounting procedures in consolidation. 
Thus, on page 18, he makes the “proper” method of 
computing a parent’s profits turn on court decisions as 
to dividends, not on what has happened to the parent’s 
assets and debts. This is merely a variant of the fore- 
doomed attempt to erect “profits available for divi- 
dends” into an accounting “‘principle.’”’ The early part 
of the book is also marred by careless, offhand, incorrect 
statements (see top of page 99) and some rather dis- 
quieting inconsistencies in logic (see pp. 110 and 111). 

Beginning with Chapter V on “the consolidated 
balance sheet after period of operation,’ Professor 
Childs slowly shakes off the incubus of his nose-counting 
and the weight of the authorities and begins to produce 
some first-rate analysis. Chapter VII on “stock transac- 
tions after original acquisition” and Chapter VIII on 
“indirect and reciprocal relationships” are characterized 
by careful, incisive analysis and some original work. It 
is significant, I believe, that these two chapters con- 
tain only seven footnotes of all types, cross-reference, 
citation, and commentary. 

As to his general position, Professor Childs adopts 
the “operational unit’? concept of consolidation, i.e., 
the inclusion of all companies under unified control, 
regardless of the percentage of stock ownership or the 
method by which control is secured. Majority and out- 
side (minority) interests are treated as co-ordinate, 
participating equally, share for share, in consolidated 
proprietorship. Intercompany markups in inventories 
and fixed assets are eliminated against the surplus of 
the vendor; profit or loss on the “purchase” of an 
affiliate’s bonds is assigned to the issuing corporation. 
In addition purchases of shares by a parent directly 
from its subsidiaries at a price other than book value is 
properly treated as a problem in shift of equity among 
the subsidiaries’ stockholders. Not so happy is his in- 
sistence that a parent carry its investments in sub- 
sidiaries at cost. This position involves him, of course, 
in a series of correction and completion entries whenever 
anything of importance happens, in order for the records 
and related statements to bear some resemblance to 
reality. 

The book contains as an appendix the answers to the 
author’s questionnaire on consolidated statements. 
This material proves that the “authorities” differ; 
otherwise it appears to serve no useful purpose. Of more 
use is an excellent “selected bibliography” and an 
index. 

One curious geographical item deserves comment. On 
page 328, Stanford University (located 30 miles south 
of San Francisco) is placed in Los Angeles; an analogous 
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rearrangement of the map would place Cornell Univer- 
sity in Washington, D. C. 
MAuRICE Moonit1z 
Associate Professor cf Accounting 
University of California, Berkeley 


Social Accounts and the Business Enterprise Sector of the 
National Economy. F. Sewell Bray. (Cambridge, The 
University Press, 1949. Pp. viii, 100, 10s 6d); and 
The Measurement of Profit. F. Sewell Bray. (London, 
Oxford University Press, 1949. Pp. vi, 80. 10s 6d.) 


After Lord Stamp’s untimely death, as a result of 
enemy action, it was feared for a time that there was 
no rightful heir to carry on his efforts to secure liaison 
between economists and accountants. Now, however, 
Sewell Bray with much of Stamp’s crusading spirit and 
much of his aptness of expression is proposing a struc- 
tural design of accounts grounded on primary economic 
concepts, and emphasizing that such a structural design 
would be directly related to the recently developed 
technique of social accounting. 

A Chartered and an Incorporated Accountant, 
Senior Nuffield Research Fellow at Cambridge Univer- 
sity, and co-editor of Accounting Research, Bray’s in- 
fluence is both wide and potent in both accc’: ating and 
economic circles and on both sides of the Atlantic. In his 
provocative volume, Precision and Design in Account- 
ancy (London: Gee & C€o., 1947), reviewed in these 
pages, Bray wrote: “And so we arrive at the point 
where accountancy may be thought of as a systematic 
record of the working of the economic structure of 
society in terms of monetary symbols. As it takes on 
and develops notions of economic order, it gradually 
points to what should be by accuracy of statement in 
regard to what zs. The quests for truth and accuracy of 
statement which are notable tendencies of present day 
accounting research are ultimately related to the quest 
for the common good.” 

This belief is the foundation of Sewell Bray’s 
philosophy of accounts, leading him to align himself 
with those economists who endeavor to summarize the 
economic activities of a whole community in accounts. 
Social accounting—‘‘the accounting of the whole com- 
munity or nation’”—is to Bray as much the concern of 
the professional accountant as is private accounting— 
“the accounting of the individual firm’’—and in Social 
Accounts and the Business Enterprise Sector of the Na- 
tional Economy he seeks to demonstrate this thesis. 
Bray’s treatise is a practical reconciliation of the econ- 
omist’s idea of social accounts, as applied to business 
enterprise, with the principles of current accounting 
practice as applied to the private accounts of those same 
enterprises. Taking as a starting point the system of 
records outlined by Richard Stone, Director of the 
Department of Applied Economics, Cambridge Univer- 
sity, in a League of Nations’ memorandum entitled 
Definition and Measurement of the National Income and 
Related Totals, Bray presents, by means of two reconcili- 
ation documents, a statement of assets and liabilities, 
and a trial balance, the reciprocal nature and con- 
sistency of the originating accounts, and how they may 
be redesigned in conformity with accounting concepts. 


Draft balance sheets, prepared in conformity with the 
conventions used in the accounts, are also shown in 
Social Accounts, and these are of obvious importance to 
all future studies of national wealth. In the author’s 
words: 


“The working system of social accounts as built up 
in the originating structure is designed to facilitate 
the abstraction of certain highly significant national 
aggregates, e.g., the national income. As a matter of 
accounting convenience the interconnecting activ- 
ities of the national economy involving money flows 
and relating bookkeeping transactions are first 
classified into certain broad sectors. Thus, there is a 
sector for productive enterprises, for financial inter- 
mediaries, for insurance and social security agencies, 
for financial consumers and for the transactions with 
the rest of the world. A set of accounts is thus built 
up for each sector to display the transactions which 
have taken place within that sector during a given 
accounting period. Each entry in these accounts 
represents an economically distinct category of 
transactions which is nevertheless related to its 
counterpart elsewhere in the system; this reciprocal 
entry may reside either in the accounts of the same 
or some other sectors. The accounts which are here 
put forward in respect of the business enterprise 
sector are of a general overall nature, but it will be 
appreciated that a later development may require a 
breaking down to accord with a classification which 
will emphasize particular industrial activities, e.g., 
agriculture, mining, manufacturing of different 
kinds, transport, merchanting, and the like. Or 
again, another classification may be designed on geo- 
graphical lines according to the type of information 
sought by the economic investigator. The national 
income and other social aggregates are obtained from 
the completed system of social accounts particular to 
any one national economy by a process of selecting 
and bringing together a number of the constituent 
entries in the accounts.” 


Bray’s inquiry, The Measurement of Profit, outlines 
the primary importance of clear conceptions concerning 
the nature of income and capital, and suggests a new 
type of account to reveal the periodical incoming capital 
resources of an enterprise and the use made of them. 
The nature of profit and its measurement is dealt with 
as a central feature of private accounting practice, while 
technical accounting problems are investigated and new 
solutions offered for the treatment of fixed assets and 
inventories. 

No attempt has been made by Sewell Bray in the ac- 
counting presentations contained in either of the vol- 
umes under review “‘to carry in any sort of conventions 
to deal with social costs and social benefits. . . . There 
is still much to be done, but for the present such a 
system as we have advocated should ultimately make 
for greater accuracy in calculation and better compre- 
hension of the interrelatedness of the national ag- 
gregates.”” The end of the research program is not yet in 
sight but each new work penned by Bray supplies 
another facet to the interpretation of accounting as a 
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social tool. The writings of this Englishman merit 
serious attention in the United States as they reveal 
some of the implications of modern accountancy which, 
in spite of unstable money-values, high rates of taxes 
and growing emphasis on the contribution of business to 
the national welfare, have been overlooked by American 


accountants whose chief concern is with practical prob. 
lems rather than with pure research. 


Mary E. Murpry 
Assistant Professor of Economics 
Hunter College of the City of New York 


ECONOMICS 


Studies in Income and Wealth, Vol. 12. Conference on 
Research in Income and Wealth. (New York: Na- 
tional Bureau of Economic Research, Inc., 1950. 
Pp. xiv, 585. $6.00.) 


This twelfth volume of income and wealth studies 
is devoted exclusively to the problem encountered in, 
and the methods suggested for, measuring wealth. It 
also presents wealth estimates for important sectors of 
the United States economy. The papers included, to- 
gether with the comments of participants, were de- 
livered at the January 1948 meetings of the Conference 
on Research in Income and Wealth. 

The attention given to wealth estimates in the 1948 
conference, reported on in this volume, and the return 
to the same topic in the 1950 meetings seems to indicate 
a shift of emphasis from income to wealth. Current at- 
tention to wealth measurement has considerable interest 
also because in a previous volume an item devoted to 
the evaluation for economic analysis of wealth estimates 
as compared with income estimates (the lead article in 
Vol. II by Kuznets) reached conclusions strongly favor- 
ing the income approach. (See pp. 37-59 of that article.) 

In recognition of this shift Professor Copeland, who 
organized the 1948 meetings, provides an introduction 
to the volume which gives his reasons for the attention 
to wealth estimates. His reasons center around two 
points. First, that ‘World War II had brought out new 
aspects or given added importance to a number of 
items.” Second, the recognition that the wealth esti- 
mates needed were not mere global totals, or even a 
consolidated balance sheet, but were instead coordi- 
nated sector balance sheets which (I think he would 
go along) should tie in with and supplement the income 
accounts for the economy. What seemed to be advocated 
is the development of a full fledged system of social ac- 
counting in which it becomes apparent that, as in 
private accounting, neither the income account nor 
the balance sheet tell the full story, either from an ap- 
praisal of position point of view or for an analysis of 
behavior patterns past or prospective. 

It would be very difficult to disagree with Professor 
Copeland on these points but neither the articles in this 
volume nor more recent developments seem to bring us 
even approximately close to the necessary data for any 
well articulated system of balance sheets which would 
serve these purposes. 

What we are witnessing then, as this reviewer sees 
it, is not so much a greater interest in wealth as com- 
pared with income analysis, but rather a growing desire 
to obtain empirical information about our economy in 
the general form in which such information has been de- 
veloped by accountants for business enterprises. This 
general idea of social accounting should be of particular 


interest to accountants and attention on their part 
should be extremely helpful to economists looking for 
better information about the social economy they are 
trying to analyze. This interest of economists in social 
accounting is not new but it has received considerable 
impetus in the current decade. 

The substantive body of the volume following the in- 
troduction is conveniently divided into two parts. Part 
I consists of three articles dealing with the problem of 
measurement and is followed by the comments of twelve 
participants thus showing the considerable interest of 
those present in these three papers. The first article by 
Raymond Goldsmith presents the theme song and at- 
tempts to show how national wealth can be measured in 
a system of social accounting. Goldsmith divides social 
accounting into two levels designated as national busi- 
ness accounting and national economic accounting. The 
term national merely serves to indicate that the system 
of accounts covers the various sectors of an economy 
which may, or may not be, coextensive with a nation. 

The difference between these two types of social 
accounting should be extremely intriguing to account- 
ants. Social or national business accounting is the ac- 
countants type of accounting and merely involves ob- 
taining, bringing together and consolidating the ac- 
counts of the various sectors of the economy in ac- 
cordance with the best accounting practices. It is 
recognized that this will involve the making up of ac- 
counts for those sectors for which accounts are not 
usually maintained and also standardizing certain ac- 
counts so that comparisons and consolidations will be 
meaningful. “The method of contemporary business 
accounting thus becomes the basis for the entire national 
system of accounts” (p. 26). 

The second type of social accounting, national eco- 
nomic accounting, “‘goes beyond the figures found in the 
books or rules of business accounting as far as is de- 
manded by economic theory.” . . . “National economic 
accounting, then, is a combination of the technique of 
double entry accounting with market value of transac- 
tions, assets, and liabilities, adjusted to conform to the 
requirements of economic theory as it is now under- 
stood by a large body of professional opinion. The 
theory of national economic accounting is relatively 
new, complex, not uncontroversial, and not yet tested 
in practical application.” 

This is the frame of reference into which the con- 
sensus of the conference seem to place the problem of 
measuring wealth (and recent developments would in- 
dicate income also). That this idea of social bookkeeping 
by the rules of accounting and economic theory is in- 
triguing and deserving of careful study is almost self- 
evident. Personally I have two major doubts. The first, 
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and least important, relates to the extent to which the 
rules of accounting do provide meaningful guides even 
for social business accounting. Rules to be meaningful 
must be based on purposes to be served and the pur- 
poses of business accounting for individual units are in 
many cases quite different from those of the economy 
viewed as a unit. My second doubt relates to the utility 
of social business accounts as a step toward social eco- 
nomic accounting. I see no way to avoid keeping in 
mind the end purpose of social economic accounting 
every time a move is made in connection with social 
business accounting. If this is not done many mistakes 
will be made in applying the ideas of economic theory 
for the translation of the social business accounts into 
economic ones. 

The second article in Part I, “The Use of National 
Wealth Estimates and the Structure of Claims” by Pro- 
fessor Hart, makes an excellent plea for the claims ap- 
proach to wealth estimates with the purpose of con- 
centrating attention on the motivating influences which 
can be disclosed by knowledge of the relationships be- 
tween the wealth-claims structure and the current flow 
of activity. Here it became clear that from this point 
of view we want data on the wealth-claims structure in 
a form as little changed from the way the enterprisers 
see it as possible. Furthermore this implies that we are 
more interested in the sector accounts than in their con- 
solidation. 

The third article entitled “A Note on Negotiable 
Claims: Who Owns and Who Owes What” by Professor 
Copeland presents some of the findings on the structure 
of claims developed by the Moneyflows Project he has 
been conducting. 

Part II of the volume presents a series of articles 
which attempt to measure, for various segments of the 
United States economy, the wealth or balance sheet 
position of these sectors. It would be impossible in any 
short space to attempt evaluation, or even summary, of 
what these studies disclose. It can be said quite posi- 
tively, however, that it is in these individual studies of 
asset position that the myriad of practical problems 
come to the fore and indicate the great difficulty of 
bringing the various bodies of information into a mean- 
ingful assemblage, not to more than mention useful con- 
solidations or clear cut but comparable sector accounts. 

The sectors the articles in Part II attempt to meas- 
ure are as follows: Agriculture, by R. J. Burroughs; 
Manufacturing, by M. R. Gainsbrugh and Lucie 
Krassa; Public Utilities, by D. A. Kosh; Consumers’ 
Tangible Assets, by Lenore A. Epstein; Government, 
one article by J. E. Reeve, et al., and another by 
Solomon Fabricant and R. E. Lipsey. Information was 
also provided on Land Wealth in an article by L. A. 
Reuse; on Subsoil Wealth, by H. Foster Bain, et al.; on 
Nonfarm Business Inventories, by G. M. Cobren; and 
on Foreign Investments by R. L. Sammons, 

Raymonp T. BOWMAN 

Chairman, Department of Economics 
Wharton School of Finance and Commerce 
University of Pennsylvania 


Income, Saving, and the Theory of Consumer Behavior. 
James S. Duesenberry. (Cambridge: Harvard Uni- 
versity Press, 1949. Pp. 124. $2.50.) 


This little book could have been a fatal shock to 
current full employment theory. The author does a 
masterful job of analyzing his problem; he devises a 
wide variety of tests of his and the prevailing full em- 
ployment hypotheses and clearly shows their relation 
to his problem; and he at all times keeps the reader 
aware of qualifications under which both hypotheses 
may be used. 

His conclusion that the ratio of savings to income is 
constant during periods of rising income but that during 
depressions it is dependent in part upon previous peak 
income will come as a surprise both to those who do and 
those who do not accept current full employment 
theories. But to dispel effectively widespread miscon- 
ceptions concerning the determination of ratios of 
savings to income this book is in serious need of being 
“translated.” To fully understand and evaluate this 
book one must not only be familiar with economic 
theory, but he must be conversant with the terminology 
and symbolism of mathematics and he must aiso be 
familiar with the technical background and limitations 
of much of the available material in the field of national 
income as social accounting. It is to be regretted that 
the potential audience is limited by an unnecessary de- 
pendence upon mathematical terms and symbols. 

Unfortunately also, the author does not seem to have 
an adequate grasp of the conceptual basis of national 
income estimates or of the major weaknesses of such 
estimates. Since these are depended upon as perhaps 
the most important elements in testing his hypothesis 
and that of the full employment school, these de- 
ficiencies are more than usually significant. 

These deficiencies are evidenced by such facts as the 
following: (1) he uses preliminary data by Kuznets pub- 
lished in 1942 although revised data had been published 
in 1946; (2) he condemns the Kuznets data in part as 
“not entirely reliable” apparently because they differ 
from the Department of Commerce estimates and yet 
he fails to recognize important conceptual differences; 
(3) he uses uncritically “net capital formation” and 
‘net national product” in preference to the much more 
reliable gross figures; (4) he does not seem to recognize 
the importance to savings and consumption, or to their 
estimates, of such things as (a) depreciation estimates, 
(b) the high degree of unreliability of any personal 
savings estimates, (c) the influence of government in- 
vestment and consumption upon private investment 
and consumption, and (d) the influence of social security 
programs upon private saving. 

The book is exceptionally well organized. It begins 
with a four page introduction in which the author out- 
lines his purpose, his procedure, and his conclusions. 
The second chapter presents clearly the method of 
analysis by which existing theory is found inadequate 
to explain empirical data. Chapter three analyzes well 
most of the major variables which must be evaluated 
in testing the hypotheses. The next two chapters in- 
clude the tests. Chapter six is something of a supple- 
mentary note showing implications for the general 
theory of consumer behavior. The final chapter includes 
a very condensed summary, a statement of qualifica- 
tions, and some comments on the relation to business 
cycle theory. 

Since much of this review has been adversely critical 
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of Professor Duesenberry’s book, it must be stated that, 
in spite of its defects, the reviewer regards the book as 
a valuable contribution to contemporary theory. It 
provides a useful foundation upon which the author 
and others may make further contributions. 

W. 

Associate Professor of Economics 

University of Oregon 


Introduction to Business Cycles. Asher Achinstein. (New 
York: Thos. Y. Crowell Co., 1950. Pp. xvi, 496. 
$4.00.) 


Textbooks in the field of business cycles, though not 
numerous, differ widely in their method of treatment of 
the subject; the extremes run from books relying mainly 
on the abstract theoretical approach, to those, mistrust- 
ful of “theory,” that limit themselves rigidly to the 
historical-statistical approach. Mr. Achinstein is among 
those who seek a reasonable balance. His book divides 
itself into three sections: In the first he examines the 
business cycle theories of a number of economists, past 
and present; the second he devotes to an empirical sur- 
vey describing recent U. S. cycles and testing the 
theories discussed in the first section against the facts; 
in the third section he develops extensively the possible 
and probable relationships between cyclical and secular 
economic movements. 

The author’s survey of cycle theories is notable in 
several respects. There is virtually no reference to 
“nature” theories, although there is some discussion 
of variations in agricultural production in connection 
with the survey of trends in Section IIT. His account of 
the overinvestment theories is also rather brief, since 
with the exception of a short reference to Spiethoff, he 
treats the overinvestment school as limited to Hayek. 
(Schumpeter comes in for extended treatment in a later 
section, in connection with the analysis of trends.) 

The author believes that the impact of the Keynesian 
“revolution” upon cycle theory has been far-reaching, 
and develops his discussion of the Keynesian system 
very fully. This involves, for example, a complete re- 
view of Keynesian employment theory and even an 
account of the Keynes-Ohlin-Robertson controversy 
over the reconciliation of the liquidity preference and 
loanable funds approaches to interest theory. There is 
also a thorough exploration of pre-Keynesian develop- 
ments, particularly of Wicksell’s contribution, and of 
post-Keynesian modifications, including a description 
of Samuelson’s model sequences showing the possible 
interactions between multiplier and acceleration prin- 
ciples. The treatment of these matters is so complete 
and on such a comparatively advanced level as to raise 
some question regarding the word “Introduction” in the 
book’s title. 

The survey of cycle theories is brought to a close 
with chapters dealing with the contributions of Thor- 
stein Veblen and Wesley C. Mitchell respectively. It is 
in a sense here that Mr. Achinstein reveals much of his 
basic philosophy regarding the study of business cycles: 
He believes that most present-day writers on the subject 
have neglected the institutional approach of Veblen in 
favor of a less satisfactory neo-classical or Keynesian 
equilibrium approach. He is also convinced that 


ultimately cur understanding of the phenomenon of 
cycles must come through the kind of empirical research 
for which Mitchell is so noted. 

Part II, Empirical Aspects of Business Cycles, quite 
naturally relies heavily upon the work of the National 
Bureau of Economic Research, and includes a detailed 
account of U. S. cycles during the period 1919-1938. 

The distinctive feature of this book is the extensive 
development in Part III (ten chapters) of the relation- 
ship between secular and cyclical fluctuations. The 
treatment is along both institutional and statistical 
lines. The author concludes tentatively that cycles 
influence trends more than trends influence cycles, and 
expresses grave doubts that so-called “long cycles’’ exist 
as anything more than changing price trends. 

This work as a whole shows a most thorough knowl- 
edge on the part of the author of a very wide range of 
literature in the field of business cycles. In fact, if any 
question should be raised as to the suitability of the 
work as a textbook, it would be raised partly on the 
grounds that the work is too thorough and too ad- 
vanced. The reader needs to have a good working 
knowledge of statistics and must also be willing to 
reason through numerous theoretical developments in 
a fairly complex and comprehensive fashion. 

Throughout the work the reader is conscious of the 
author’s high degree of admiration for three economists: 
Schumpeter, Veblen, and Mitchell. While this may re- 
veal a degree of bias, this would appear to be more than 
overcome by a conscious effort to examine all sides of all 
questions, and to consider at some length criticisms of 
even these favorite three. Toward Keynes the author’s 
attitude is that he deserves the fullest discussion because 
of his tremendous impact upon economic thinking; Mr. 
Achinstein tends to conclude, however, that the 
Keynesian equilibrium approach is at the most an im- 
provement over neo-classical equilibrium economics. 

For those instructors who need to deal with all 
aspects of business cycles in one course and from one 
textbook, the author’s complete omission of any discus- 
sion of cycle control policies may be a serious lack. 

C. Hap 
Associate Professor of Economics 
University of Washington 


The Economics of Agriculture (Second Edition). R. L. 
Cohen. (New York: Pitman Publishing Corporation, 
1949. Pp. xvi, 216. $1.75.) 


The new edition of this volume in the Cambridge 
Economic Handbooks series is to be commended to the 
general lay reader who desires knowledge of agricul- 
ture’s position in the economy, and also to the professor 
and student of agriculture, economics, or business who 
wishes a brief but lucid statement of economic prin- 
ciples applied to agriculture. 

Although written by an English author, references 
to British agriculture are used sparingly and conse- 
quently neither obscure the important principles in- 
volved nor detract from the usefulness to readers in 
other countries. 

The uninitiated reader in agricultural economics 
would do well to read every chapter in this short book. 
All readers should devote careful attention to the last 
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chapter, entitled “State Intervention in Agriculture,” 
which constitutes the only substantial revision from 
the first edition published just before World War II. 

The book is organized in nine chapters which are 
quite well integrated. Chapter I points up significant 
differences between agriculture and industry. Among 
these differences on the supply side are the importance 
of land in relation to other factors of production, the 
prevalence of joint products, the small size of individual 
units, the effect of weather and biological factors, and 
the social implications of agriculture regarded as a way 
of life as well as a means of livelihood. Differences on 
the demand side arise because of the perishability of 
agricultural commodities, and because technological 
developments making possible a higher standard of 
living result in a greater increase in demand for in- 
dustrial production than for the production of food 
which is a basic necessity of life. 

Chapters II through VIII build upon the foundation 
sketched in Chapter I. Chapter II deals with the com- 
plexity of agricultural production. Chapter III is de- 
voted to diminishing returns and the location of agricul- 
ture. Chapter IV treats the size of farms, and Chapter 
V is on marketing. In Chapter VI, the author discusses 
the reaction of supply and demand to price. Chapter 
VII reviews the trend of agricultural earnings, and 
Chapter VIII outlines the instability of agriculture. 

Chapter [LX numbers forty-eight pages and in this 
reviewer’s opinion is the outstanding chapter in the 
book. In fact, the brief review of economic principles 
and the nature of agriculture in the earlier chapters ap- 
pears to have been designed to equip the reader with 
the basic tools required for a better understanding of 
the implications of state intervention as presented in 
Chapter IX. In this chapter, the author states the 
reasons for intervention and then proceeds to analyze 
various forms of intervention in production and market- 
ing. Many thought-provoking questions are discussed 
concerning the objectives of agricultural policy and the 
adequacy or appropriateness of various programs em- 
ployed to attain these objectives. The author appears 
remarkably unbiased in his account of the economic 
justification for and the objections to common forms 
of state intervention. 

As our agricultural problems become more serious 
and as continuing attempts are made to solve these 
social and economic problems by political means, there 
is an increasing need for economic literacy on the part 
of the voting public. Cohen’s book could well serve as 
a primer to be read before turning to recent works of 
American authors which deal with various facets of 
American agricultural problems, but which lack the 
concise statement of simple, general principles which is 
invaluable to the intelligent layman. 

K. O. HANSON 
Assistant Professor 
University of Washington 


Controlling Factors in Economic Development. Harold 
G. Moulton. (Washington: The Brookings Institu- 
tion, 1949. Pp. xii, 397. $4.00.) 


Dr. Moulton’s latest volume presents a difficult 
problem for the reviewer, for what it is and what Dr. 


Moulton planned it to be are rather different things. In 
the preface he suggests his purposes: 


“This volume is in the nature of a synthesis of 
the economic studies in which the author has partici- 
pated during the last thirty years. Such an inter- 
pretative treatise was conceived as an ultimate ob- 
jective at the time the Brookings Institution was 
established . . . .” (p. vii) 

“It indicates the economic potentialities of the 
century ahead and outlines the policies essential to 
their realization.” (p. viii) 


From such a preface one expects an attempt to make 
a major contribution to the very difficult problems of 
the nature of economic activity and the ways in which 
the potential of the economy can be realized. As such 
the book should be of major interest to economists and 
non-economists alike. In fact, however, it is much less— 
it is a popular treatise in support of the economic and 
political philosophy of Dr. Moulton that lacks analytic 
depth and that is badly weakened by the technical errors 
and generally loose presentation of the argument. It will 
thus prove a great disappointment to Dr. Moulton’s 
many friends and admirers and will provide an unneces- 
sarily large target for his critics among the professional 
economists. 

Unfortunately, the technical weaknesses that di- 
minish the value of the book for the economist do not 
become unimportant for the non-economists among the 
readers. Indeed they become more important for such 
readers who are asked to accept the policy recommenda- 
tions (and this is primarily a policy book) largely on 
faith in Moulton’s past reputation without the critical 
equipment of the economist. This reviewer’s biggest 
disappointment with the book is that Dr. Moulton who 
has been responsible for some excellent work in the past 
(particularly America’s Capacity to Produce and 
America’s Capacity to Consume) and who writes in a 
manner easily understood by the non-technical reader 
has failed here to provide a real basis for understanding 
the important issues of economic policy which the book 
raises. 

The central thesis of the book is that the unprece- 
dented and unexpected increases in economic welfare of 
the last century can in turn be exceeded by increases in 
the next century if only the essential policies are 
adopted by business, labor and government. 

The principal cause of the rapid economic develop- 
ment of the past century was the increase in both the 
quantity and quality of capital employed—largely as a 
result of the innovations brought by science and tech- 
nology to the productive process. Facilitating the de- 
velopment were a series of improvements in economic 
organization: the evolution of the corporation and bank 
credit, and the achievement of stable monetary and 
fiscal systems. These factors, operating within the 
framework of free enterprise, provided our help for ages 
past and our hope for years to come. 

The book asks whether a goal of an eightfold in- 
crease in the standard of living for a doubled population 
is feasible. Our resources are surveyed and no insur- 
mountable barrier is found there if proper conservation 
policies are carried out and if the essential and expected 
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increases in efficiency of resource use are forthcoming. 

To realize this potential will make demands on all 
groups. Labor must exert greater effort, encourage 
rather than fight productivity-increasing innovations, 
and accept increases in its standard of living largely in 
terms of price decreases rather than in wage increases. 
Business must encourage research and pass on savings 
in the form of lower prices. The government must 
guarantee monetary stability and operate within a 
budget that strives to stay within tax receipts at a low 
level of taxation. Beyond this the government should 
refrain from action, except to prevent and punish actual 
collusion and conspiracy to restrain trade. It should, in 
sum, create an environment in which business can, 
guided by operation of free markets, provide for the 
economic well being of the nation “with reasonable as- 
surance that the risks involved would be confined to the 
ordinary hazards of business” (p. 262). 

The phenomenon of recurring business depressions is 
noted, various theories as to causes are given capsule 
treatment, and the conclusion reached that while de- 
pressions can not be prevented they can perhaps be 
mitigated by cooperative efforts of all groups “‘to estab- 
lish confidence that a tenable bottom has been reached” 
(p. 334). 

While the nature of many of the suggested policies 
would be questioned by many economists and non- 
economists, this review will not debate them with Dr. 
Moulton. Instead it will point out a few weaknesses in 
the way in which the argument is presented, which re- 
sult in this defense of what is generally considered the 
conservative position being substantially more vulner- 
able than it need have been. 

Consider first Moulton on monetary stability—which 
is, properly, an “underlying requirement” of full realiza- 
tion of our economic potential. The aim of monetary 
stability is to avoid sudden and drastic changes in the 
purchasing power of money. To Moulton, “the basic re- 
quirement [and the only one mentioned] is to refrain 
permanently from altering the weight of the monetary 
unit (the dollar price of gold)—either up or down” (p. 
264). While it is perfectly true that changes in the dollar 
price of gold can affect the purchasing power of the dol- 
lar both internally and externally, it is equally apparent 
that mere stability in the weight of the monetary unit 
will not assure monetary stability. One need consider 
only the experience of the past decade in which the 
purchasing power of the dollar has changed drastically 
both in domestic and foreign markets for reasons totally 
unrelated to the dollar price of gold. The purchasing 
power of the dollar depends upon the price level and the 
price level is affected by a host of factors, among them 
Federal Reserve policy, volume of output, level of in- 
come, and the nature of people’s desires to spend and to 
save. Most economists today would agree that the price 
of gold is more important in fixing the value of gold 
than in affecting the value of the dollar. 

Or consider Moulton on the need for increasing pro- 
ductivity—again a proper and necessary requirement of 
economic progress. He suggests: 


“The greatest single requirement at the present 
juncture, both in the United States and in other 


countries is a progressive increase in the efficiency of 
workmen... The increased output would come 
chiefly from a decrease in malingering in its various 
forms . . . It cannot be too strongly emphasized that 
the real solution of our economic problems is to be 
found in improving performance on the part of the 
masses of workers. All that is required is a clear per- 
ception of the primary requirements and an ap- 
propriate emphasis in the guiding philosophy and 
policies of labor organizations.” (pp. 258-259) 


Needless to say, Dr. Moulton does not really believe 
this—much of the book és devoted to discussing the real 
economic problems in achieving a sixteenfold increased 
output. But this kind of loose writing prevents this from 
being the “interpretative treatise” conceived as the 
“ultimate objective” of the Brookings Institution, and 
invites advocacy of easy “solutions” for tremendously 
difficult problems. 

Finally, consider briefly the discussion of fiscal policy 
(pp. 264-272, 313-324). The correct assertion that “the 
essential requirement for any borrower, public or 
private, is to keep debts well within the capacity to meet 
the carrying charges” (p. 266) does not prove that the 
government’s budget must be balanced. For an increas- 
ing level of income provides an increasing capacity to 
meet carrying charges—and while increasing income 
without increasing debt is obviously desired, the price 
of increasing income may be a government deficit—that 
sustains employment and income at a level where pro- 
ductive capacity may be utilized. Moulton seems to 
ignore the fact that government expenditure is income 
generating, although he carefully points out that gov- 
ernment taxation is income destroying. The burden of 
the recommendations on proper fiscal policy and de- 
pression mitigation rests upon the assumed need for 
a balanced budget—a need that is not proven in the 
book. 

Moulton is also careless in his use of sources. The 
quotations included are not always used in context. For 
example, after asserting of John Maynard Keynes, that 
“nowhere in his book [The General Theory of Employ- 
ment Interest and Money] does one find any reference to 
technological progress and the ever-increasing produc- 
tivity which results from constantly improving capital 
instruments” (p. 132), he illustrates this by quoting 
Keynes (General Theory, p. 220) as follows: 


“A properly run community equipped with mod- 
ern technical resources . . . ought to be able to bring 
down the marginal efficiency of capital... to zero 
within a single generation; so that we should attain 
the conditions of a quasi-stationary community.” 


Unfortunately, in the original the sentence does not 
end here; it continues: “where change and progress 
would result only from changes in technique, taste, 
population and institutions...” Very likely this kind 
of thing is the fault of the Brookings staff and not of Dr. 
Moulton—this does not however excuse it. 


PETER O. STEINER 
Assistant Professor and Research Fellow 
University of California, Berkeley 
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FINANCE AND GENERAL 


The ABC of the Federal Reserve System (Twelfth Edi- 
tion). Edwin W. Kemmerer and Donald L. Kem- 
merer. (New York: Harper & Brothers Publishers, 
1950. Pp. xi, 229. $3.00.) 


Professor Donald L. Kemmerer has prepared the 
twelfth edition of this famous classic which was origi- 
nally written and previously revised by his father, the 
late Professor Edwin Walter Kemmerer. The book was 
first published in 1918, and the eleventh edition ap- 
peared in 1938. 

The purpose of the original work was to describe the 
complex character of the Federal Reserve machinery in 
a concise form, stripped of technical details, which 
would enable the ordinary American citizen, and all 
other casual observers, to understand the structure and 
operations of the Federal Reserve System. The current 
revision adheres to this objective. In nontechnical lan- 
guage it traces the evolution of cur nation’s central 
banking system through periods of war, business ex- 
pansion, panic and liquidation, and within an environ- 
ment of changing social and economic philosophies. 

Readers who are familiar with the earlier editions of 
the book will recognize the pattern of the first eight 
chapters. These chapters describe the major defects of 
the American banking organization as it existed prior to 
the enactment of the Federal Reserve Act, and discuss 
the remedies provided by the Federal Reserve System. 
The material has been brought up to date and con- 
densed. A laudable addition, which strengthens the 
presentation, is an introductory chapter discussing the 
basic functions of commercial banks and the nature of a 
central bank. 

The last nine chapters of the revision are largely new. 
They are concerned with the evolutionary changes in 
the character and role of the Federal Reserve System. 
A chapter devoted to the period 1919 to 1921 describes 
the first experience of the new central banking organiza- 
tion with a boom and depression. The following chapter 
deals with the open market operations of the Federal 
Reserve banks in the 1920’s. This instrument of credit 
control was used with such success in handling the 
minor crises of the period “. . . that some experts be- 
lieved that the Federal Reserve System could eliminate 
the more serious aspects of the business cycle and 
stabilize the price level” (p. 91). These high hopes were 
proved to be an illusion by the onset of the Great De- 
pression of 1929-1933. The general collapse of the bank- 
ing organization, and the inability of the Federal Re- 
serve to prevent it, revealed a number of weaknesses in 
the structure of our banking system. Congress at- 
tempted to eliminate the defects through the Banking 
Acts of 1933 and 1935. These reforms, which basically 
altered the Federal Reserve Act, are discussed in 
Chapter XII. 

The ensuing chapter is concerned with the period 
1935 to 1940. After 1935 the Federal Reserve System 
had to adjust itself to the new theories of economic 
stability. The author describes tHese economic philoso- 
phies to help the reader understand the intimate rela- 
tions between the credit policies of the Federal Reserve 


on the one hand and the fiscal policies of the Treasury 
on the other. 

Chapter XIV describes the role of the central bank- 
ing system in the financing of World War IL. The post- 
war problems of the Federal Reserve authorities are 
discussed in Chapter XV. The conclusion summarizes 
the trend of banking during the past century and points 
out the implications of the growing power of the Treas- 
ury over the supply of money. 

The final chapter is especially noteworthy. It con- 
tains a list of publications which will provide the in- 
terested layman with information on current develop- 
ments in banking. The chapter also explains how the 
data of the publications may be used as indicators of the 
future trends of our economy. 

A few minor errors appear in the revision, such as: 

1. The author states that the Federal Advisory 
Council of twelve is appointed by the Federal Reserve 
Board (p. 34). This statement is in conflict with the one 
on page 31, which is correct in stating that the twelve 
members of the Federal Advisory Council are ap- 
pointed respectively by the boards of directors of the 
twelve Federal Reserve banks. 

2. Footnote 2, page 36, indicates that deficiencies in 
reserve balances are computed on semiweekly periods 
for banks in Federal Reserve bank or branch bank 
cities. These computations are on a weekly basis. This 
footnote also states that banks with reserve deficiencies 
are forbidden to make further loans or to pay out any 
dividends until the reserves are restored to the proper 
level. This prohibition was repealed by section 3 of the 
Act of July 7, 1942. 

3. It is stated that the Chase National Bank of New 
York is the‘oniy Edge corporation operating (pp. 69-70). 
Actually, the Edge corporation is the Chase Bank, a 
subsidiary of the Chase National Bank. 

4. The author states that the Treasury still has the 
power to license banks (p. 182). This power of the Secre- 
tary of the Treasury was withdrawn by presidential 
proclamation in March, 1947. 

The above details do not seriously impair the value of 
the work as a factual handbook on the character and 
operations of the Federal Reserve System. 

Harry BLYTHE 
Instructor in Finance 
University of Washington 


Case Problems in Finance. Pearson Hunt and Charles M. 
Williams. (Chicago: Richard D. Irwin, Inc., 1948. 
Pp. ix, 402. $4.50.) 


In Case Problems in Finance Professors Hunt and 
Williams have done an exceptional job of gathering in 
one volume illustrative cases from numerous fields of 
business that, in addition to being varied as to types, 
vary as to size of the business venture. Most of the prob- 
lems present the post-war period, which selection stamps 
the material as being strictly up to date; but enough 
cases from the depressed 1930’s are included to give an 
adequate illustration of some of the difficulties to be 
faced by businessmen in all phases of the business cycle. 
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This volume is not a complete text, as the authors 
point out in their introduction when they state: “‘It is 
expected that students will have available a standard 
finance text or reference book and that they will draw 
freely upon such a book for general background informa- 
tion not provided in this casebook.” 

The feature of separate cases allows the use of Case 
Problems in Finance at any level, graduate or under- 
graduate. Each case may be considered individually, 
allowing the use of the cases as an illustration of various 
principles being discussed in connection with any phase 
of business financing. 

All stages of business financing are considered, as is 
indicated by the headings of the five parts of the book: 
(1) Financing Current Operations, (2) Financing Long- 
Run Needs, (3) Reserve and Dividend Policies, (4) 
Promotion, Expansion, Combination, and (5) Compre- 
hensive Problems. 

The reviewer, who has recently used this book as one 
of the texts in planning a course along Corporation 
Finance lines at the junior level, believes that the course 
can be given an atmosphere of “‘real business life” by the 
use of actual business situations to illustrate financing 
principles discussed in a standard text. A plan such as 
this should create a great amount of student participa- 
tion and interest. Because this book contains many dif- 
ferent kinds of business situations on small and medium- 
sized business levels, it should serve very effectively to 
illustrate the problems that the student will have to face 
once he completes his formal education and enters the 
business world. 

An instructor’s manual of solutions and suggestions is 
furnished by the authors. An outstanding feature of this 
manual is that it presents no one-and-only correct solu- 
tion. The instructor and the student are presented with 
the facts in the book and left to develop a solution of the 
financial problems at hand with the manual to guide the 
discussion. This thought-stimulating process should 
give invaluable training by allowing the student to de- 
velop himself individually and to adapt a certain stated 
set of facts to the personalities of the individuals and 
their problems as they are presented in the case. 

The cases are of various lengths, ranging from those 
that could be covered in one class meeting to those that 
could be used as term projects. Thus a wealth of ma- 
terial is available which may be used to emphasize prob- 
lems to the degree desired by the instructor. 

Case Problems in Finance seems to be a very adequate 
treatment of financial problems presented in actual- 
business-conditions form. This book should be a great 
illustrative help in all financial planning courses. The 
student and instructor will find the cases stimulating 
and thought provoking. The book is individualistic in 
that it presents the problems of small and medium-sized 
businesses with some cases on financing current business 
operations, a rather neglected field in the past. In addi- 
tion it gives consideration to long-term financial needs 
and then combines both current and long-term capital 
problems in the comprehensive problems section which 
makes up the final section of the book. 

O. C. LINDEMANN, 
Instructor of Banking and Finance 
The University of Texas 


Problem Manual in Corporation Finance. Paul M. Van 
Arsdell. (New York: Ronald Press Company, 1949, 
Pp. iv, 182. $2.00.) 


Considerable problem material is necessary in teach- 
ing business finance to provide illumination and applica- 
tion of financial principles. This Problem Manual con- 
tributes some excellent cases for use in enhancing the 
quality of financial policy judgment-making. 

The problems are introduced by a 48 page discussion 
entitled, ‘‘Basic Concepts in Corporation Finance.” The 
scope of the section would more clearly be conveyed by 
the addition of ‘‘some” to the title. The introductory 
materials do not provide a set of principles for use in 
analyzing the problems, but present the apparatus for 
understanding the author’s use of terms in presenting 
the problems and associated questions. 

The definitions set forth in the introductory section 
are presented with admirable clarity. The author pro- 
poses several formulations with which the reviewer 
would have reservations or disagreements. However, 
most of the divergences arise from the still formative 
state of the body of knowledge in this field. Professor 
Van Arsdell has made a thoughtful, analytical discussion 
of concepts which will promote progress in the develop- 
ment of standardized terminology. However, his ac- 
ceptance of differences in the use of terms in accounting, 
economics, law and corporation finance (or more 
broadly, the management viewpoint), as arising from 
differences in viewpoint, is an unfortunate compromise. 
There is urgent need for integration and cooperation 
between these fields, which is surely impeded by the use 
of different languages. There should be no basis for 
divergent usages in these different areas. Where different 
concepts are involved, the same words need not be used 
with different meanings, since appropriate and meaning- 
ful terms can be utilized. The foregoing generalization is 
illustrated by the author’s materials on ‘‘concepts of 
capital” (pp. 6-12). His discussion provides no basis for 
a use of the term in law, accounting or finance which 
should differ from the economic concept of capital. Yet 
he uses ‘‘capital” to mean “total assets” in finance and 
‘ownership claims” in accounting. 

The author presents interesting analytical definitions 
of overcapitalization and undercapitalization, as re- 
spectively whether the firm is earning less than, or more 
than, a reasonable rate of return on its investment 
(p. 19). However, these and the associated (but not al- 
ways associated) concepts of watered stock as over- 
valuation of net worth and hidden reserves as under- 
valuation of net worth are criteria difficult to apply, ex 
ante. The difficulty, even ex post, to distinguish between 
errors in judgment and intentional deception suggests 
the avoidance of terms with normative connotations. 
Further, the basic factors causing the aberrations may 
be variations in the quality of management and equip- 
ment or other factors not directly related to the financial 
plan of the firm. 

Most of the 105 problems in the Manual require 
“standardization” of the balance sheet and income 
statement into a form prescribed by the author. The 
rationale of the form of the standard income statement 
presented is defensible. However, reasons for the ar- 
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rangement selected for the balance sheet items, except 
for the very broad statement ‘“‘to serve the particular 
end of financial analysis” (p. 24), are not set forth. Fixed 
assets and long-term debt are presented first. The end of 
facilitating financial analysis would be better served by 
presenting the current sections first because of their 
greater reliability as approximations to contemporane- 
ous values. Serious reservations are also warranted on 
the blanket exclusion of intangibles from the standard 
balance sheet (p. 26). Intangible values may be no less 
real than the values of physical assets. The determina- 
tion of appropriate treatment of intangibles is a crucial 
problem of analysis, it should not precede analysis. 

The problems on the whole present significant and 
important issues for analysis. The length of the prob- 
lems achieves a good balance between providing suffi- 
cient background and excluding a heavy burden of ir- 
relevant detail. Nearly one-fourth of the problems are in 
section I, “‘Financial Analysis.” Most of these problems 
do not involve analysis or judgment formulation, but 
require somewhat mechanical calculations. The purpose 
of this section is to develop the tools for analysis. How- 
ever, this is an unduly heavy concentration of problems 
in this area in view of the training usually secured by 
students in accounting courses typically taken prior to, 
or concurrent with, the finance courses. Further, many 
of the problems in other sections require the calculation 
of financial ratios so that there is no need for more than 
a very small number of problems to provide preliminary 
practice. A reduction in the length of this section might 
permit the introduction of problems in three major areas 
not covered in this Manual. These areas are (1) choice of 
legal form, (2) mergers and consolidations, and (3) re- 
organizations. 

J. FRED WESTON 
Associate Professor of Finance 
University of California at Los Angeles 


Monetary Management. E. Sherman Adams. (New York: 
Ronald Press Company, 1950. Pp. v, 127. $2.50.) 


Dr. Adams, who is a New York banker and teacher, 
has produced a readable as well as a sound book on 
monetary management and the book fills a long-felt 
need. In concise, non-academic terminology he brings 
the important and complex problem of monetary man- 
agement down to a level that permits the average busi- 
nessman to acquire a clear view of the issues involved. 

In setting the pattern for his book, Dr. Adams uses 
the term ‘‘monetary management” in a restricted sense 
that limits his discussion to “administrative controls 
which are intended primarily to affect credit conditions.” 
These include the quantitative and selective controls of 
the Federal Reserve System as well as the debt manage- 
ment policies of the Treasury. Excluded from the dis- 
cussion are such items as tax policy and governmental 
expenditure programs as these are considered to be 
matters of congressional rather than ‘“‘administrative’? 
decision. To some people this restricted usage of the 
term would be unacceptable; however, in view of the 
purpose of the book and its intended audience, Dr. 
Adams has probably made a wise decision. 

The text is constructed on conventional lines. First, 


there is a discussion of the changes that have taken place 
in the status of monetary management in this country 
since the inception of the Federal Reserve System. This 
is followed by a discussion and analysis of the current 
policies and practices of the Federal Reserve and the 
Treasury. Statistics and theoretical analysis are kept to 
a reasonable minimum. Each chapter ends with a sum- 
mary of the author’s conclusions. In the concluding 
chapter the author outlines his concept of the present 
and future role of monetary management. In this he 
brings monetary management into focus with respect to 
the remainder of the economy, outlining its importance 
but avoiding extravagant claims as to its potentialities. 

In the opinion of the reviewer, the ideas presented by 
Dr. Adams are fundamentally sound. This, combined 
with the timely importance of the subject matter and 
the exceptional readability of the book, convinces the 
reviewer that the book should be read by every pro- 
gressive business executive. 

Bruce B. CHEEVER 
Instructor of Social Studies 
Western Washington College of Education 


Corporate Secretary's Manual and Guide. Lillian Doris 
and Edith J. Friedman, revised by Howard H. Spell- 
man. (New York: Prentice-Hall, Inc., 1949. Pp. xvi, 
1520. $12.50.) 


The worth of a technical book can be judged in terms 
of its objectives and its clarity and readability. This 
book rates high on all three counts. Compacted into one 
volume are all the laws and procedures governing a 
corporate secretary’s activities. 

Necessarily, the great mass of details and technicali- 
ties which surround the court rulings and decisions 
governing the corporate activities are omitted. The 
authors have been successful in stating the law and 
procedure without being dogmatic. 

This book, on such a technical and complex subject, 
is written in a non-technical language that can be under- 
stood without any legal training. So simple and straight- 
forward is its language that if the personal pronouns had 
been used in some of its procedural descriptions it would 
sound like the advice of personal counsel at one’s side. 

The first chapters of the book are devoted to a de- 
tailed explanation on the conduct of directors’ and 
stockholders’ meetings and included in this group is a 
detailed chapter on parliamentary procedure. The sec- 
ond and third groups of chapters cover the drawing up 
of resolutions relating to almost any type of action 
taken at the corporate meetings from organization to 
reorganization and dissolution. The fourth and fifth 
groups cover such things as arranging a transfer of 
securities, handling a new stock issue, or lost, stolen or 
destroyed certificates. The next group of chapters 
covers the legal principles governing declaration and 
payment of dividends, and the legal aspects of borrow- 
ing and floating of bond issues. The last group deals 
with corporate management, giving the legal principles 
relating to directors and officers, their duties and com- 
pensation, the maintenance of corporate records, and 
suggestions for writing the annual report to stock- 
holders. 
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One of the most helpful features in the book is the 
WARNING paragraphs, printed in heavy type on every 
subject where the authors feel there may be a legal pit- 
fall. The warnings in some instances give state laws or 
rulings on the particular subject; in other cases they 
suggest that state or federal rulings be checked; again 
they may suggest that legal counsel is advisable. 

A new feature of the revised edition is the section on 
the corporate secretary as a witness, which clearly dis- 
tinguishes between the secretary’s rights and privileges 
as an individual as against those as the mouthpiece of 
the corporate entity. 


Throughout the book there is a wealth of specimen 
forms to meet every situation which requires a special 
legal form. There are 942 forms most of which may be 
adapted to the use by any corporate officer with only 
minor changes to meet the particular need. 

This manual and guide meets the need of the corpo- 
rate secretary and every corporate officer would find 
it profitable as a reference on corporate activities. 

WALTER C. BURNHAM 
Associate Professor of Accounting 
The Ohio State University 


TAXES 


Lasser’s Business Tax Handbook. J. K. Lasser. (New 
York: Simon and Schuster, 1949. Pp. xxxii, 792. 
$5.00.) 


The third edition of this book is a guide for business- 
men, and for those who advise businessmen, designed to 
suggest and emphasize tax saving alternatives, and to 
clarify the tax implication of business decisions. The 
handbook is written in plain understandable language. 
Tax cases, regulations and rulings have been inter- 
preted and transferred to the language of the business- 
man. Regulations and rulings are not cited to verify 
statements, although each section of the book notes the 
pertinent Treasury Regulation number for those desir- 
ing more complete information. Business advisors would 
find a standard tax service useful, in connection with the 
handbook, for reference purposes and for checking more 
recent decisions. 

The handbook is organized into twelve chapters as 
follows: 


1. How to Operate a Business Taxwisely for the Bene- 
fit of the Family. 

2. What Business Form to Use and How to Change— 
Merge—or Liquidate 

3. How to Operate a Proprietorship or Partnership. 

. How to Conduct a Corporation to Avoid Tax Diffi- 

culties. 

5. How to do Business Abroad. 

6. How to Deal With Your Stockholders and Bond- 
holders. 

7. How to Sell or Buy Business Property. 

8. How to Deal With Securities. 

9. How to Buy, Sell and Operate Real Estate. 

0 

1 


. How to Pay Compensation to Employees. 

. Tax Accounting Methods and Elections to Reduce 
Your Taxes. 

12. Planning Business Expenses. 


A detailed index to the sections discussed starts each 
chapter and is arranged according to page number. 
Within each section the various tax alternatives are dis- 
cussed with each alternative treatment indicated by a 
special marking to enable the reader to see clearly the 
possible solutions to the problem involved. Full use is 
made of various sizes and styles of print to emphasize 
subdivisions, important statements, etc. There are 


many tabulations of tax information in schedule form. 

One of the features of the handbook is a “Check List 
for Self-Analysis of Your Business” designed to enable 
a businessman to check and see that his business is being 
conducted with the maximum benefit from the tax 
laws, regulations and decisions. The check list is divided 
into sixteen sections, enabling the user to eliminate 
those sections which do not apply. By using the check 
list, which includes handbook page references, a 
businessman would certainly become tax conscious. 

The author has compiled a practical guide to assist in 
business decisions, which is well indexed and organized, 
making it relatively easy to find the answer to any spe- 
cific problem. The handbook has not been compiled for 
use in the classroom as a basic text for beginning tax 
students. The material is not arranged for progressive 
study, and it does not include any problem material. 
However, it should be valuable for tax reference work in 
the classroom as in practical business situations. Any 
businessman who wants to know how income taxes af- 
fect his business has in this handbook a stimulating 
guide to the tax alternatives open to him. 

James B. BowER 
Assistant Professor of Accounting 
University of Wisconsin 


Guidebook to California Taxes with Special Emphasis on 
Relationship to Federal Taxes. Russell S. Bock. (New 
York: Commerce Clearing House, Inc., 1950. Pp. 
239. $3.00.) 


This little book is bound in bright yellow paper 
covers, indicative of the gold mine of information con- 
tained within. For the reader having a general familiar- 
ity with federal taxes the sea of California taxes is 
charted in terms of both identical rocks and divergent 
shoals. 

Following the usual tax tables, five sections of the 
book deal successively with the personal income tax, the 
bank and corporation franchise tax, the inheritance tax, 
the gift tax and miscellaneous taxes. Roughly three 
quarters of the text is devoted to income and franchise 
taxes. In common with most other states, a property 
tax is an important part of California’s over-all revenue 
structure. It is not discussed in the book, however, be- 
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cause the property tax, with minor exceptions, is col- 
lected by and for the support of local governmental 
units. 

There are fifteen pages of cross reference tables 
which by themselves should constitute a strong induce- 
ment to the prospective purchaser. For the personal in- 
come tax and bank and corporation franchise tax, there 
are tables showing for applicable sections of the federal 
internal revenue code the corresponding section of the 
California revenue and taxation code, the subject, 
whether or not the two laws are the same, and cross ref- 
erence by paragraph number to pertinent discussion in 
the text. Other tables provide reverse reference from 
California to federal law. Gift taxes are similarly cross 
referenced while the California inheritance tax is com- 
pared to its cousin, the federal estate tax. At the end of 
the book there is also a comprehensive topical index. 

The cross indices have not deterred the author from 
developing a clear, well written text, understandable to 
the reader without copies of the code and regulations 
precariously balanced on each knee. The introduction 
to the book properly cautions the reader that the text is 
not designed to eliminate the necessity of referring to 
the law and regulations, and accordingly court case 
citations are few and far between. Nevertheless the book 
should be a convenient source for quick reference as 
well as a time saving starting point for any research on 
the subject. Also the text is well loaded with cautionary 
notes to the unwary such as: “‘Although the provision 
for depreciation is generally the same in the California 
law as in the federal, the actual deduction may in some 
cases be different under the two laws because of a dif- 
ference in the basis of the property”; likewise concerning 
the privilege of amortizing premiums on bonds owned 
“the general rule is the same as the federal but . . . in 
computations of adjusted cost basis involving amortiza- 
tion of premiums on bonds acquired prior to 1943, the 
result will be different ... because such amortization 
was inaugurated in the federal law in 1942 but was not 
started in California until 1943.” 

In his foreword the author states that the references in 
the book relate to California and federal laws as they 
stood on January 3, 1950; in the income tax and fran- 
chise tax sections, differences affecting prior years back 
to 1945 have been pointed out. 

Whether Guidebook to California Taxes is to be the 
fore-runner of a series of state guidebooks apparently 
depends upon the reception and sales accorded to this 
initial entry into the field. If such a series is the pub- 
lisher’s desire, this first book is a creditable example of 
what can be done. 


S. Murray 
Certified Public Accountant 
Price, Waterhouse & Co. 
Los Angeles, California 


Successful Tax Practice. Hugh Bickford. (New York: 
Prentice-Hall, Inc., 1950. Pp. 428 $5.65.) 


If an attorney who had conducted a successful tax 
practice for many years sat down with a newly-em- 
ployed assistant and tried to give him the benefit of the 
practice procedures he had learned throughout the 
years, his discourse would probably approximate the 
contents of this book. Mr. Bickford’s volume makes no 
effort to tell the reader what the tax law is, but it does 
tell him how to find the law and how to present his 
client’s case through the machinery provided by the 
government for the settlement of tax controversies. 

After introductory comments and a discussion of the 
“tools” of tax practice and how to use them, the author 
gives a detailed description of the organization of the 
Bureau of Internal Revenue. This section can be used as 
a reference work to guide the tax man through the com- 
plexities of the Bureau to reach the particular section or 
department which handles the problem in which he is 
interested at the time. Mr. Bickford then follows a typi- 
cal tax controversy from the initial visit of the revenue 
agent to the taxpayer’s office through the preparation of 
a protest, the holding of a conference, the meeting with 
the Technical Staff and finally to the trial in the Tax 
Court or the United States District Court. Practical 
suggestions, comments and instructions are given in 
connection with each procedure. 

While the book is written by an attorney, it obvi- 
ously is not intended for the sole use of members of the 
legal profession. Nearly all of the contents have to do 
with tax work performed by either a CPA or an at- 
torney, and the relatively small portion of the book 
which deals with the preparation and trial of a tax case 
before the courts should be of as much interest to ac- 
countants as it is to attorneys because it tells account- 
ants how they can best assist attorneys in the prepara- 
tion and trial of tax cases. 

Mr. Bickford is well qualified to present his subject 
because he combines many years of successful tax prac- 
tice on behalf of taxpayers, with several years of service 
with the Bureau of Internal Revenue. As a prior revenue 
agent and conferee, he is able to give the reader the 
point of view of the government representive, which is 
of major importance to all individuals in the field of tax 
practice. 

The book is written informally and a newcomer in 
the field will have no difficulty understanding the points 
made by the author. The experienced practitioner, 
whether he be lawyer or accountant, will also receive 
benefit from this distillation of the experience of a suc- 
cessful tax practitioner over a period of two and one-half 
decades. 

Davip PATTULLO 
Attorney and C.P.A. 
Pattullo and Wilson 
Portland, Oregon 
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I. MONOGRAPHS 
No. 1 and 2 Out of stock. 


No.3 AN INTRODUCTION TO CORPORATE ACCOUNTING STANDARDS, by 
Paton and Littleton. (Reprinted on March 1, 1950) ($1.10 per copy, including 


postage.) 


No.4 THE ENTITY THEORY OF CONSOLIDATED STATEMENTS by Maurice 


Moonitz. Out of stock. 


II. BOOKLET 
ACCOUNTING CONCEPTS AND STANDARDS UNDERLYING CORPORATE 
FINANCIAL STATEMENTS—1948 Revision. (Reprinted on March 15, 1950.) 
(10¢ each for first 10 copies—5¢ for each additional copy.) 


III. PROCEEDINGS OF THE AMERICAN ASSOCIATION OF UNIVERSITY 
INSTRUCTORS IN ACCOUNTING 
(Predecessor of the American Accounting Association.) 
($1.10 per copy, including postage.) 


Vol. I, No. 1 May 1917 Vol. VIII, No. 1, June 1924 
Vol. III, No. 1 Jan. 1919 Vol. IX, No. 1, Feb. 1925 
Vol. V, No. 1 Mar. 1921 Vol. IX, No. 2, Dec. 1925 


Vol. VII, No. 1 Apr. 1923 


IV. THE ACCOUNTING REVIEW 
($1.10 per single copy including postage—No charge for index.) 
(Starting January 1, 1951; the price will be $1.50) 


March June September December Index 

1926 x ».4 
1927 x x 
1928 x 
1929 x x x x x 
1930 xX 
1931 X xX xX 
1932 Xx xX X Xx 
1933 xX x Xx xX xX 
1934 X Xx x Xx 
1935 x xX Xx x 
1936 xX xX xX 
1937 xX 
1938 xX xX xX 
1939 x xX Xx 
1940 xX x xX x X 
1941 x x xX x 

January April July October Index 
1942 x x 
1943 x xX xX 
1944 x xX 
1945 x x x X 
1946 x 
1947 x 
1948 x x 
1949 xX 
1950 Xx x x 


V. MEMBERSHIP ROSTER 
A few are available for 1946 and 1948 at $1.00 per copy 
The 1950 Roster will be available in December. 


Add 50¢ for orders outside of the Continental United States 


AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 
University of Illinois 
URBANA, ILLINOIS 


| | | 
2 | 
| | 
| 


ASSOCIATE MEMBERSHIP 


in the 


| AMERICAN ACCOUNTING ASSOCIATION 


7 can be obtained by students in the continental United States 
FOR ONE DOLLAR PER YEAR 
— 7 Such membership includes a subscription to the ACCOUNTING REVIEW, which 


is mailed directly to the student. This is a quarterly publication, with issues in January, 
April, July, and October. Your first issue should reach you in about three weeks from 
the date of your order. As far as possible, new subscriptions will start with the latest 
issue already published at the time the subscription is received. Your subscription will 


be started with earlier issues if you so request. 


Applications should be signed by instructors who are members of the American Ac- 


counting Association. 


Associate memberships are intended as a below-cost subsidy to students and are not 
designed for use by other persons. A subscription under an associate membership will 
not be honored if it is to start after a person leaves the status of a student. Applications 
for full membership or subscriptions to the Accounting Review are available for per- 


sons who are not students. 


WRITE FOR A SUPPLY OF APPLICATION BI ANKS 


AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 
University of Illinois 
Urbana, Illinois 


ACCOUNTING CONCEPTS AND STANDARDS UNDERLYING 
CORPORATE FINANCIAL STATEMENTS 
1948 Revision 
. NOW AVAILABLE—Reprinted on March 15, 1950 
10¢ for each of the first 10 copies 5¢ for each additional copy 
Mail Orders To 


American Accounting Association 
College of Commerce and Business Administration 
University of Illinois, Urbana, Illinois 


We Need Your Assistance 


Undelivered copies of the ACCOUNTING REVIEW and other mail items for the per. 
sons listed below have been returned to us. In some cases the cause for nondelivery ig 
removal by the addressee from an old address without notification to us or the postal au. 
thorities. In other cases, the cause is an insufficient address; apparently the Post Office 
Department has curtailed to some degree the directory service it used to render. 


If you know the present address of any person listed below, please call his attention to 
this notice or send us a postcard showing his present address. 


The persons we cannot locate and the last addresses we have are: 


Joseph F. Arsenault—3910 Westminster, St. Louis, Mo. 
Henry Wm. Artel—73 W. Wy Ave., Melrose 76, Mass. 
George Block—West Lodge, Ypsilanti, Mich. 

Roy E. Burke—3448 Binkley, Dallas 5, Tex. 


James Calahan—B 2641, Stadium Commons, Pullman, 
Wash. 


Lee Cohen—15 N. Russell, Boston 14, Mass. 

William E. Conners—1516 13th N.W., Washington 9, D.C. 
Daniel Cotter—20 Judson St., Dorchester, Mass. 

Giraurd J. Crowley—50 Willis St., Dorchester, Mass. 
Leon H. Curtice—18 S. Michigan Ave., Chicago 3, Ill. 
Leo Vincent Dalton—1470 Ivy, Denver 7, Colo. 

Mark R. Daly, Jr.—2804 Robinson Ave., Austin 22, La. 


G. W. Elston, Jr.—Gen. Del., University Station, Gaines- 
ville, Fla. 

John R. Fox—Box 2271, 
Wash. 


Francis Gannon—1011 W. Champlost St., Pittsburgh 13, 
Pa. 


Lloyd L. Garrison—1160 S. Brunswick, Marshall, Mo. 

I. Paul Giardina—28 Grand Ave., Newark, N.J. 

John P. Gravenitis—7064 S. Mich. Ave., Chicago 37, Ill. 
Edward D. Gustafson—1201 Colorado, Pullman, Wash. 
Dallas Hammond—Martinsville, Ind. 

Albert F. Hand—1407 Morris Ave., Union, N.J. 

George V. Hassett—133 W. 47th St., New York 19, N.Y. 


Gilbert Hayashi—University of Pa. Dorms, 37th & Spruce, 
Philadelphia 4, Pa. 


Charles J. Hearty—Trailer 27, Unit 2, Bozeman, Mont. 
Albert Henwood—9150 Pierson, Detroit, Mich. 

John A. Higgins, 601 W. 5th St., Los Angeles, Calif. 

C. A. Hostetler, 435 S. Cowles St., McMinnville, Ore. 

J. E. Hummer—121 E. Ridge St., Lansfield, Pa. 

Eugene Hutchen—6227 Ellis Ave., Chicago 37, Ill. 
Fletcher O. Johnson—3612 47th, Seattle, Wash. 

Paul V. Katzmark—3912 S. Ashland Ave., Chicago 9, Ill. 


Paul Francis Kelleher—New Dorm 3, Univ. of Maine, 
Orono, Me. 


Dennis W. Kelley—3914 Walnut St., Philadelphia 4, Pa. 
Ralph D. Kennedy—2Ist & G St., N.W., Washington 6, 
D.C. 


Stadium Commons, Pullman, 


Dr. H. L. Kuntzleman—4729 188th St., Flushing, N.Y. 
Sven A. Langmack—931 E. 65th, Cleveland 4, Ohio 
John A. Larson, Jr.—710 Lakeshore Dr., Chicago 11, IIl. 


Calvin E. Leho—1904 A Mulberry St., Lancaster, Pa. 

Raymond M. Lee—A-2 Collandale, Syracuse 10, N.Y. 

Charles M. Lenhart—545 Dryden Rd., Zanesville, Ohio 

E. Douglas MacGeorge—75 Maiden Lane, New York 7, N.Y, 

Edward J. McLane—1300 Monsey Ave., Scranton, Pa. 

Richard D McLeron—94 Elmwood Ave., Lockport, N.Y, 

Joseph C. Melcher—Y.M.C.A. Room 322, Louisville, Ky. 

John R. Miner—958 S. BonnieBrae, Los Angeles, Calif. 

Roland Parker—B 1190 ANC Annex College Sta., Texas, 

Ralph Pastoriza—2130 B St. N.W., 404, Washington 7, D.C, 

E. R. Peaks—1322 Ohio St., Sacramento, Calif. 

Gerald L. Peters—912 S. 15th, Kansas City 2, Kan. 

Hadley Pierce—Casa de Valledo, Vallejo, Calif. 

Fred W. Replogle—2633 Smith St., Fort Wayne 6, Ind. 

Robert C. Rice—1317 23rd St., Sacramento, Calif. 

Robert Richards—68 70th St., Bangor, Me. 

James W. Robertson—2212 Pearl, Austin, Tex. 

Edwin J. Robinson—12 Fairbanks St., Brighton, Mass. 

Silvert A. Ross—2800 E. Cedar Ave., Denver, Colo. 

E. V. Schoonmaker—67 Southgate Ave., Annapolis, Md. 

Edward R. Schweizer—110 Nash St., Starkville, Miss. 

Dorothy W. Seaberg—Huntington 1, W.Va. 

John L. Shrope—1387 Carolina Ave., Spartanburg, S.C. 

Floyd E. Shutts—W. Cedar Ave., Denver 9, Colo. 

Thomas A. Silliman, 1291 W. 104th St., Cleveland, Ohio 

Edward S, Slater—60 Erie St., Dorchester, Mass. 

Clyde I. Sletager—Rm 116, Lindley Ave., Moscow, Idaho 

Herman Slodzinn—2998 W. 28th St., Coney Island, N.Y. 

Linden Smith—632 W. 25th St., Denver, Colo. 

John W. Stamper—50-58 W. 77th, New York 24, N.Y. 

Norbert Stefaniak—310 N. Prospect Ave., Madison, Wis. 

Robert Stewart—Hillside Village, Knoxville 16, Tenn. 

Roland A. Suess—Princeton Hall, Grand Forks, N.D. 

Edward Sullivan—392 Reedsdale Rd., Milton, Mass, 

Birojana-Tejagupta—Univ. of Pa. Dorms., 37 & Spring, 
Philadelphia, Pa. 

J. J. Vizcaino—107 Plain St., Providence, R.I. 

Walter A. Walter—1845 E. St., Lincoln, Neb. 

Ennis R. Walker—1204 Laurel Ave., Knoxville, Tenn. 

Robert S. Wasley—2071 N. 4th St., Columbus, Ohio 

Henry B. Watson—3712 Porter St., Washington 8, D.C. 

Jack Weiss—E-1 Fed. Circle, Univ. of Massachusetts, Am- 
herst, Mass. 

James C. White—3000 Shaeffer Rd., Dearborn, Mich. 

B. H. Williams—121 Knoblock, Stillwater, Okla. 

Pauline Zatica—256 Galapago, Denver 9, Colo. 
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AMERICAN ACCOUNTING ASSOCIATION 
COMMITTEES, 1950 


EXECUTIVE COMMITTEE 

Perry Mason, President University of California, Berkeley, Calif. 
Samuel J. Broad, Vice-President 

Peat, Marwick, Mitchell & Co., 70 Pine St., New York, N.Y. 
Robert D. Haun, Vice-President University of Kentucky, Lexington, Ky. 
H. J. Ostlund, Vice-President University of Minnesota, Minneapolis, Minn. 
Charles J. Gaa, Secretary-Treasurer University of Illinois, Urbana, Ill. 
Frank P. Smith, Editor Accounting Review .University of Rochester, Rochester, N.Y. 
Ralph C. Jones, Director of Research Yale University, New Haven, Conn. 
Hermann C. Miller, Past President Ohio State University, Columbus, Ohio 
Thomas W. Leland, Past President .... Texas A & M College, College Station, Texas 
Robert L. Dixon, Past President University of Michigan, Ann Arbor, Mich. 


ACCOUNTING CONCEPTS AND STANDARDS 
Willard J. Graham, Chairman University of Chicago, Chicago, Ill. 


CPA EXAMINATIONS 
Wm. J. von Minden, Chairman Rutgers University, Newark, N.]J. 


GOVERNMENTAL ACCOUNTING 
Fayette H. Elwell, Chairman University of Wisconsin, Madison, Wis. 


INTERNSHIP PROGRAMS 
David W. Thompson, Chairman Indiana University, Bloomington, Ind. 


MEMBERSHIP 
Robert E. Walden, Chairman Indiana University, Bloomington, Ind. 


NATIONAL ACCOUNTING 
Francis M. Boddy, Chairman University of Minnesota, Minneapolis, Minn. 


NOMINATIONS 
James L. Dohr, Chairman Columbia University, New York, N.Y. 


REGIONAL MEETINGS—SOUTHERN GROUP 
Harvey G. Meyer, Chairman .......... University of Tennessee, Knoxville, Tenn. 


REGIONAL MEETINGS—WEST COAST GROUP 
(Chairman to be appointed) 


SELECTION OF PERSONNEL 
Leo A. Schmidt, Chairman University of Michigan, Ann Arbor, Mich. 


STANDARDS RATING 
Hermann C..- Miller, Chairman Ohio State University, Columbus, Ohio 


VISUAL AIDS 
W. Jj. Fleig, Chairman Ohio State University, Columbus, Ohio 


Members of the Association are urged to communicate ideas and suggestions 
. to appropriate Committee Chairmen 


REVENUE ACT OF 1950 and 
SOCIAL SECURITY ACT OF 1950 


with ... 


THE 
PRENTICE-HALL FEDERAL TAX COURSE 
1951 Students Edition 
NEW LAWS AT NO CHARGE—Students using the NEW Prentice-Hall 195! 
Students Edition Federal Tax Course will receive the Revenue Act of 1950 and 
Social Security Act of 1950 PLUS a step-by-step explanation of the new ma- 


terial. In additien, these students will receive any other important laws enacted 
dusing the school year. . . . 


INSTRUCTOR'S MANUAL—Containing COMPLETE teaching aids, the New 
Manual is available free to instructors who order five or more copies of the 195! 
P-H FEDERAL TAX COURSE. 


SEND FOR YOUR EXAMINATION COPY 


PRENTICE-HALL, INC. 70 Fifth Ave., New York 11, N.Y. 


* 
* 
: 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
* 
¥ 
* 
* 


* 
* 
* 
: 
q od 
yt! * 
Ne 
* 
* 
* 
+ 
* 
* 
> 
7 
+ 
* | 
* 


